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THE  SECRETARY  OF  THE  TREASURY 

WASHINGTON 


August  31,  1984 


Dear  Mr.  President: 

I  am  today  transmitting  the  Final  Report  of  the  Worldwide 
Unitary  Taxation  Working  Group.   It  consists  of  the  Chairman's 
Report  I  transmitted  to  you  on  July  31,  together  with  a 
Supplement  containing  separate  additional  views  of  individual 
Working  Group  members. 

Despite  some  remaining  disagreements,  which  are  spelled 
out  in  the  Supplement,  state,  business,  and  federal  repre- 
sentatives appear  to  be  in  basic  agreement  on  the  three 
Principles  described  in  the  Chairman's  Report: 

Principle  One:   Water's  edge  unitary  combination 
for  both  U.S.  and  foreign-based  companies. 

Principle  Two:   Increased  federal  administrative 
assistance  and  cooperation  with  the  states  to 
promote  full  taxpayer  disclosure  and  accounta- 
bility. 

Principle  Three:   Competitive  balance  for  U.S. 
multinationals,  foreign  multinationals,  and  purely 
domestic  businesses. 


As  indicated  in  my  letter  of  July  31,  1984,  t 
Chairman's  Report  to  you,  state  and  business 
were  unable  to  reach  agreement  on  the  proper 
treatment  of  foreign-source  dividends  and  of 
corporations  operating  primarily  abroad  (so-c 
corporations") .  These  issues  are  being  left 
the  state  level. 


It  is  important  to  recognize  that  the  Pin 
Working  Group  provides  no  more  than  the  basic 
resolving  the  perplexing  issues  in  this  area; 
intended  to  set  forth  specific  and  comprehens 
for  legislation.  The  Working  Group  intends, 
when  individual  states  address  the  unitary  is 
follow  the  recommended  principles  contained  i 
developing  specific  legislative  measures. 
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A  particularly  important  question  that  remains 
in  the  Chairman's  Report  is  the  treatment  of  foreig 
banks.  Because  of  U.S.  banking  regulations,  foreig 
almost  inevitably  operate  in  this  country  through  b 
rather  than  through  separately  chartered  subsidiari 
a  branch  bank  operating  in  the  U.S.  would  easily  be 
meet  both  the  tax  presence  and  threshold  tests,  the 
foreign  corporation  of  which  the  domestic  bank  is  a 
would  virtually  always  be  subject  to  combination  wi 
domestic  operations.  This  result  troubles  our  trad 
ners.  Means  of  treating  domestic  branches  as  subsi 
under  certain  conditions  should  be  explored  at  the 
level . 
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At  this  time  the  Treasury  Department  is  taking  no  position 
on  the  issues  left  by  the  Working  Group  for  resolution  at  the 
state  level,  most  notably  the  tax  treatment  of  foreign-source 
dividends  and  "80/20"  corporations.   If  it  becomes  necessary 
to  recommend  federal  legislation  because  appreciable  progress 
has  not  been  made  at  the  state  level  in  resolving  the 
perplexing  problems  posed  by  worldwide  unitary  combination  by 
July  31,  1985,  these  issues  will  be  addressed. 

Respectfully, 


'tZZu^Y   /^^^X<^ 


Donald  T.  Regan 


The  President 
The  White  House 
Washington,  DC   20500 


Enclosure 


PART  I 


The  Chairman's  Report  on  the 
Worldwide  Unitary  Taxation 
Working  Group: 
Activities,  Issues,  and  Reconunendations 


July  31,  1984 


PART  II 


Supplement:   Additional  Views  of 
Worldwide  Unitary  Taxation 
Working  Group  Members 

August  31,  1984 


PART    I 


The  Chairman's  Report  on  the 

Worldwide  Unitary 

Taxation 

Working  Group 
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Office  of  the  Secretary 
Department  of  the  Treasury 


THE  SECRETARY  OF  THE  TREASURY 

WASHINGTON 


July  31,  1984 


Dear  Mr.  President 


I  am  transmitting  the  enclosed  "Chairman's  Report  on  the 
Worldwide  Unitary  Taxation  Working  Group:   Activities, 
Issues,  and  Recommendations."   This  Group  was  established  at 
your  request,  as  announced  on  September  23,  1983.   On 
Friday,  August  31  I  will  transmit  to  you  a  Supplement 
containing  any  views  on  this  Chairman's  Report  that  are 
submitted  to  me  by  members  of  the  Working  Group  by  Monday, 
August  20.   The  Chairman's  Report,  together  with  the 
Supplement,  will  constitute  the  entire  Final  Report  of  the 
Working  Group.   I  have  decided  to  adopt  this  format  of  a 
Chairman's  Report  and  a  Supplement  reporting  views  of 
Working  Group  members,  rather  than  submitting  a  Report 
signed  by  all  Working  Group  members,  because,  despite  our 
best  efforts,  it  has  not  been  possible  to  secure  the 
agreement  of  all  Working  Group  members  on  the  precise 
wording  of  the  Report. 

At  its  May  1  meeting,  the  Working  Group  agreed  on  three 
principles  that  should  guide  state  taxation  of  the  income  of 
multinational  corporations: 

Principle  One:   Water's  edge  unitary  combination 
for  both  U.S.  and  foreign  based  companies. 

Principle  Two:   Increased  federal  administrative 
assistance  and  cooperation  with  the  states  to 
promote  full  taxpayer  disclosure  and 
accountability. 

Principle  Three:   Competitive  balance  for  U.S. 
multinationals,  foreign  multinationals,  and 
purely  domestic  businesses. 

State  and  business  representatives  were  unable  to  reach 
agreement  on  the  proper  state  tax  treatment  of  foreign- 
source  dividends  and  of  U.S.  based  corporations  operating 
primarily  abroad  (so-called  "80/20  corporations").   These 
issues  were  left  for  resolution  at  the  state  level  in  accord 
with  Principle  Three  above.   The  Chairman's  Report  includes 
a  short  summary  of  arguments  on  these  two  issues  presented 
by  both  state  and  business  representatives. 
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with  this  Chairman's  Report  and  the  forthcoming 
Supplement,  to  be  issued  jointly  as  the  Final  Report,  the 
Working  Group  will  have  discharged  its  responsibility  to 
propose  means  of  resolving  the  perplexing  issues  created  by 
worldwide  unitary  combination.   If  states  enact  legislation 
based  on  the  three  principles  agreed  upon  by  the  Working 
Group,  the  United  States  will  be  able  to  speak  with  one 
voice  in  dealing  with  its  foreign  trading  partners,  and  this 
irritant  to  international  commercial  relations  will  have 
been  eliminated. 

If  there  are  not  sufficient  signs  of  appreciable 
progress  by  the  states  in  this  area  by  July  31  of  next  year, 
whether  by  legislation  or  administrative  action,  I  will 
recommend  to  you  that  the  Administration  propose  federal 
legislation  that  would  give  effect  to  a  water's  edge 
limitation  patterned  after  that  in  the  Chairman's  Report.   I 
believe  that  this  timing  allows  realistically  for  the  delays 
inherent  in  the  legislative  process  and  provides  the  states 
enough  time  to  conform  their  tax  practices  to  the  Working 
Group's  recommendations.   Progress  to  date  gives  me  reason 
to  hope  that  it  will  not  be  necessary  to  enact  federal 
legislation  in  order  to  resolve  this  problem.   Worldwide 
unitary  combination  was  very  nearly  repealed  by  the  Florida 
legislature  on  the  last  day  of  this  year's  session,  there 
are  signs  that  it  will  be  repealed  next  year  in  Indiana,  and 
Governor  Atiyeh  of  Oregon  has  called  a  special  session  of 
his  state's  legislature  for  the  express  purpose  of  repealing 
it.   Legislation  that  would  allow  a  taxpayer  to  choose 
between  worldwide  unitary  combination  and  a  water's  edge 
approach,  as  suggested  by  Governor  Deukmejian  at  the  May  1 
meeting  of  the  Working  Group,  has  also  been  introduced  in 
California . 

In  order  to  demonstrate  the  good  faith  and  sincere 
intentions  of  the  federal  government,  I  am  proposing  at  this 
time  that  the  Treasury  Department  move  immediately  to 
implement  the  federal  assistance  measures  recommended  by  the 
Working  Group  to  promote  full  disclosure  and  accountability. 

Respectfully, 


fUAocJ  /. 

Donald  T.  Regan 


The  President 
The  White  House 
Washington,  D.C.   20500 
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Section  1 
INTRODUCTION 


State  governments  in  the  United  States  have  traditionally 
used  formula  apportionment  to  determine  an  individual  state's 
share  of  the  taxable  income  of  a  single  corporation  that  operates 
a  "unitary  business  across  state  or  national  borders.  Under  this 
approach,  a  portion  of  the  income  of  the  corporation  is  attrib- 
uted or  "apportioned"  to  the  taxing  state  on  the  basis  of  rela- 
tive levels  of  business  activity.  If,  for  example,  10  percent  of 
the  corporation's  total  business  activities  (generally  measured 
by  payroll,  property,  and  sales)  occur  in  a  particular  state, 
then  10  percent  of  the  corporation's  total  income  would  be  sub- 
ject to  that  state's  corporate  income  tax. 

All  forty-five  states  that  levy  corporate  income  taxes  use 
formula  apportionment  to  divide  the  taxable  income  of  a  single 
corporation  operating  a  unitary  business  across  state  or  national 
borders.  Roughly  one-half  of  the  corporate  income  tax  states  al- 
so use  the  apportionment  method  to  determine  their  share  of  the 
income  of  multicompany  firms  operating  across  state  lines  through 
subsidiaries.  These  states  apply  their  apportionment  formula  to 
the  combined  income  and  business  activities  of  related  U.S.  cor- 
porations forming  a  unitary  business.  In  turn,  about  one-half  of 
these  states  that  combine  domestic  corporations  engaged  in  a  uni- 
tary business  also  include  foreign  corporations  that  are  part  of 
a  "unitary"  business  in  the  company's  "combined  report"  of  in- 
come. It  is  these  twelve  states  that  use  the  so-called  worldwide 
unitary  method  of  taxation. 

Under  this  method,  the  income  from  related  domestic  or  for- 
eign corporations  that  are  part  of  a  "unitary"  business  is  com- 
bined to  determine  the  total  apportionable  income  of  the  unitary 
corporate  group.  A  share  of  this  combined  income  is  then  as- 
signed or  apportioned  to  the  worldwide  unitary  tax  state  on  the 
basis  of  relative  levels  of  business  activity  of  the  combined 
group.  If  10  percent  of  the  total  or  worldwide  business  activi- 
ties of  the  entire  unitary  business  occur  in  a  particular  state, 
then  10  percent  of  the  group's  worldwide  combined  income  would  be 
taxable  by  that  state. 

Separate  accounting  is  an  alternative  to  the  worldwide  uni- 
tary method  of  taxation.  It  determines  the  income  of  commonly- 
controlled  corporations  on  a  corporation-by-corporation  basis  and 
does  not  take  into  consideration  the  income  of  affiliated  corpo- 
rations not  doing  business  within  the  taxing  jurisdiction.  The 
separate  accounting  method  allocates  income  among  related  cor- 
porations according  to  "arm's  length"  prices  on  transactions 
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between  unrelated  parties.  Where  transactions  with  unrelated 
parties  do  not  exist,  the  separate  accounting  method  requires  the 
prices  of  transactions  between  corporations  under  common  owner- 
ship to  be  constructively  determined  as  if  the  corporations  were 
unrelated.  In  the  international  context,  this  method  is  used  by 
the  federal  government,  by  virtually  all  foreign  governments  with 
which  the  United  States  has  an  active  trade  or  investment  rela- 
tionship, and  by  thirty-three  of  the  forty-five  states  that 
impose  a  corporate  income  tax. 

Opponents  of  the  worldwide  unitary  method  include,  among 
others,  domestic  and  foreign-based  multinational  corporations  and 
foreign  governments.  They  allege  that  this  method  of  taxation 
leads  to  state  taxation  of  foreign  source  income  and  is  at  vari- 
ance with  the  internationally-accepted  separate  accounting  method 
for  avoiding  double  taxation.  They  also  contend  that  simply  to 
lump  together  income  earned  in  numerous  profit  centers  throughout 
the  world  and  then  divide  the  result  on  a  formula  basis  distorts 
the  attribution  of  income  to  any  particular  source  or  state  since 
in  some  centers  losses  are  incurred,  while  in  others  profits  re- 
sult. Many  U.S. -based  multinationals  also  contend  that  distor- 
tion occurs  because  no  deduction  is  allowed  for  foreign  taxes  or 
other  payments  to  foreign  governments.  Foreign-based  multina- 
tionals, in  particular,  contend  that  use  of  the  method  imposes 
substantial  administrative  burdens  because  of  the  need  to  trans- 
late accounts  of  their  entire  foreign  operations  into  U.S.  cur- 
rency and  to  conform  them  to  U.S.  and  state  accounting  rules; 
they  note  that  there  is  no  other  requirement  for  such  reporting 
by  foreign  multinationals.  Since  U.S. -based  multinationals  must 
report  their  worldwide  operations  for  federal  income  tax  pur- 
poses, they  express  less  concern  over  the  administrative  problems 
perceived  to  be  associated  with  the  worldwide  unitary  method. 
Multinational  corporations  also  point  out  that  although  states 
justify  the  use  of  the  worldwide  unitary  method  on  the  basis  of 
perceived  profit  shifting  by  multinationals,  federal  enforcement 
of  separate  accounting  is  adequate  to  protect  against  any  misal- 
location  or  shifting  of  income. 

Proponents  of  the  worldwide  unitary  method,  include  state 
governments,  small  business  groups,  labor  unions,  and  a  few 
multinational  corporations.  They  believe  that  it  is  the  more 
accurate  and  fair  way  to  measure  the  in-state  income  of  multina- 
tionals. They  point  to  the  U.S.  Supreme  Court's  1983  decision  in 
Container  Corporation  of  America  v.  Franchise  Tax  Board  (No.  81- 
253)  that  worldwide  unitary  combination  is  constitutionally  per- 
missible to  support  their  position  the  method  is  fair  and  proper. 
According  to  its  proponents  the  worldwide  unitary  method  is  no 
more  administratively  burdensome  for  U.S. -based  multinationals 
than  the  separate  accounting  method  since  much  of  the  necessary 
data  is  already  prepared  by  U.S.  multinationals  for  federal  tax 
purposes.    They  further  allege  that  separate  accounting  poses 
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administrative  and  compliance  problems  for  both  states  and  tax- 
payers because  of  the  difficulty  of  determining  "arm's-length" 
prices,  and  that  federal  experience  with  separate  accounting  has 
demonstrated  the  difficulty  of  isolating  income  within  related 
corporations  when  a  business  is  truly  unitary  and  thus  generates 
synergistic  profits.  Worldwide  unitary  proponents  also  contend 
that  the  separate  accounting  system  permits  multinational  busi- 
nesses to  artificially  shift  profits  from  high  to  low  tax  juris- 
dictions. Finally,  the  states  believe  that  they  should  be  free 
from  federal  interference  in  establishing  their  fiscal  systems. 

Debate  on  this  issue  at  the  federal  level  spans  at  least  two 
decades.  In  its  June  27,  1983,  decision  in  Container ,  the  U.S. 
Supreme  Court  upheld  California's  right  to  apply  the  worldwide 
unitary  method  of  taxation  to  U.S. -based  multinationals.  The 
Court  reserved  judgment  on  the  question  of  whether  the  worldwide 
unitary  method  could  constitutionally  be  applied  to  foreign-based 
multinationals.  In  the  wake  of  the  Container  decision,  members 
of  the  business  community  and  major  trading  partners  of  the 
United  States  renewed  their  objections  to  the  worldwide  unitary 
tax  method  and  urged  the  Administration  to:  (1)  file  a  memoran- 
dum with  the  Supreme  Court  as  amicus  curiae  in  support  of  a  re- 
hearing in  the  Container  case;  and  (2)  support  federal  legisla- 
tion that  would  limit  or  prohibit  worldwide  unitary  taxation. 
The  proponents  of  the  worldwide  unitary  method  urged  the  Admin- 
istration to  oppose  federal  restrictions  on  state  use  of  the 
method . 

The  Administration  responded  to  these  requests  by  establish- 
ing, in  mid-July,  a  Cabinet  Council  on  Economic  Affairs  (CCEA) 
Working  Group  to  identify  the  federal  and  state  government 
interests  in  the  worldwide  unitary  method  of  taxation  and  to 
develop  possible  options.  The  CCEA  study  group  was  chaired  by 
the  Treasury  Department  and  had  representatives  from  the  fol- 
lowing departments  and  agencies:  Council  of  Economic  Advisors, 
Commerce,  Housing  and  Urban  Development,  Justice,  Labor,  Office 
of  Policy  Development  (White  House),  State,  Transportation,  and 
the  U.S.  Trade  Representative.  Based  on  that  review,  a  series  of 
options  were  developed  and  forwarded  to  the  CCEA  and  to  President 
Reagan  for  decision. 

On  September  23,  1983,  Treasury  Secretary  Regan  announced 
President  Reagan's  decision  to  refrain  from  supporting  the  motion 
for  rehearing  in  Container  and  to  establish  a  Working  Group  com- 
posed of  representatives  of  the  federal  government,  state  govern- 
ments, and  the  business  community.  According  to  the  Treasury 
Department  News  Release  announcing  its  formation,  the  Group, 
chaired  by  Secretary  Regan,  was  "charged  with  producing  recom- 
mendations ...  that  will  be  conducive  to  harmonious  international 
economic  relations,  while  also  respecting  the  fiscal  rights  and 
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privileges  of  the  individual  states." 
Working  Group  was  announced  by  Secretary 
the  first  meeting  scheduled  for  November 
is  Annex  A  to  this  report.) 


The  membership  of  the 

Regan  on  October  28  and 

2.   (The  membership  list 
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Section  2 
WORKING  GROUP  AND  TASK  FORCE  ACTIVITIES 


The  Worldwide  Unitary  Taxation  Working  Group  held  its  initial 
meeting  on  November  2,  1983,  in  the  Cash  Room  of  the  Treasury 
Department.  Secretary  Regan  explained  that  the  objective  of  the 
Group  was  to  arrive  at  a  consensus-based  recommendation  which  he 
could  convey  to  the  President.  After  summarizing  the  issues 
presented  by  the  use  of  the  unitary  method.  Secretary  Regan  noted 
that  "in  the  absence  of  a  finding  of  a  constitutional  violation, 
under  our  federal  system,  states  have  wide  latitude  in  the  taxa- 
tion of  income  unless  explicitly  restricted  by  federal  legisla- 
tion." However,  he  observed  "the  effects  of  the  use  of  the 
worldwide  unitary  method  may  interfere  with  the  foreign  commerce 
of  the  United  States,  so  this  becomes  a  matter  of  vital  federal 
interest."  The  Working  Group  discussed  the  relative  merits  of 
the  worldwide  unitary  and  separate  accounting  methods,  its  per- 
ceptions of  the  problems,  the  objections  of  foreign  governments, 
and  the  concerns  of  other  interested  parties,  including  small 
businesses  and  labor.  At  its  first  meeting,  the  Working  Group 
established  a  staff  or  technical-level  Task  Force  composed  of 
representatives  of  the  Working  Group  members  to  thoroughly  revie 
the  issues  and  develop  options  for  decision  by  the  Working  Group. 
(The  list  of  Task  Force  members  is  Annex  B  to  this  report.) 

The  Working  Group  held  its  second  meeting  in  the  Treasury 
Department  on  December  6  and  received  a  Status  Report  on  the 
activities  of  the  Task  Force.  At  that  meeting,  the  Working  Group 
reviewed  perceived  problems  with  both  the  worldwide  unitary  and 
separate  accounting  methods  of  taxation  and  instructed  the  Task 
Force  to  develop  options  for  voluntary  state  action  and  to  defer 
consideration  of  restrictive  or  preemptive  federal  legislation. 
The  decision  on  federal  legislation  reflected  a  shared  view  by 
both  the  state  and  business  members  of  the  Working  Group  that  a 
cooperative  voluntary  approach  based  on  consensus  offered  the 
best  choice  of  obtaining  a  solution  to  the  difficult  problems 
before  the  Group.  Secretary  Regan  indicated  that  the  Working 
Group  would  still  be  free  to  consider  a  federal  legislative  al- 
ternative if  it  failed  to  arrive  at  a  suitable  consensus. 

A  corollary  of  the  Working  Group's  December  6th  decision  that 
the  Task  Force  should  defer  consideration  of  a  legislative  solu- 
tion was  its  agreement  to  give  the  Task  Force  a  broad  and  compre- 
hensive mandate,  instructing  it  to  consider  the  impact  of  the 
worldwide  unitary  method  on  U.S.,  as  well  as  foreign,  based  mul- 
tinationals. Summarizing  the  Working  Group  discussion.  Secretary 
Regan  said  the  Task  Force  "should  examine  the  taxation  problem  in 
its  broadest  aspects,  as  regards  multinational  corporations. 
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whether  foreign  or  domestic  ...  and  the  implications  ...  on  our 
international  relationships  ...  as  well  as  on  states'  revenues 
and  states'  rights." 

During  its  tenure,  the  Task  Force  of  the  Worldwide  Unitary 
Taxation  Working  Group  held  145  hours  of  meetings  on  20  separate 
days.  In  addition  to  an  organizational  meeting  on  November  7, 
1983,  the  Task  Force  met  on  Tuesday,  November  15,  through  Thurs- 
day, November  17,  1983,  inclusive;  Tuesday,  November  29,  through 
Thursday,  December  1,  inclusive;  Tuesday,  December  6,  and  Wednes- 
day, December  7;  Tuesday,  January  10,  through  Thursday,  January 
12,  1984,  inclusive;  Tuesday,  January  31,  through  Thursday,  Feb- 
ruary 2,  inclusive;  Tuesday,  February  14,  and  Wednesday,  February 
15;  and  Tuesday,  March  20,  through  Thursday,  March  22,  inclusive. 

Roughly,  the  first  one-half  of  these  meetings  was  devoted  to 
receiving  the  views  of  interested  parties  not  directly  repre- 
sented on  the  Working  Group.  In  a  series  of  open  and  closed 
hearings,  forty-seven  separate  individuals  or  groups  presented 
testimony  to  the  Task  Force.  The  witnesses  included  the  Govern- 
ment of  Japan,  the  United  Kingdom's  Board  of  Inland  Revenue,  the 
Internal  Revenue  Service,  the  General  Accounting  Office,  the  U.S. 
Treasury's  Office  of  International  Tax  Counsel  and  Office  of  Tax 
Analysis,  the  Congressional  Joint  Committee  on  Taxation,  state 
tax  administrators,  eight  U.S.  business  firms,  eight  foreign- 
based  business  firms,  seven  business  or  trade  associations,  in- 
cluding three  with  predominantly  foreign  membership,  three  labor 
organizations,  three  public  interest  groups,  two  small  business 
associations,  several  attorneys  and  accountants,  and  a  specialist 
on  the  constitutional  aspects  of  federalism.  In  addition,  more 
than  thirty  highly-informative  written  statements  were  received 
from  a  diverse  group  of  private  witnesses  not  choosing  to  appear 
before  the  Task  Force  in  a  personal  capacity.  The  Task  Force 
also  received  written  statements  from  the  Governments  of 
Australia,  Belgium,  Canada,  the  Federal  Republic  Germany,  the 
Netherlands,  Switzerland,  the  United  Kingdom,  the  ten-member 
European  Community,  and  the  European  Commission.  The  Task  Force 
spent  the  other  half  of  its  meetings  digesting  and  analyzing  the 
testimony  and  information  it  received  and  in  developing  options 
for  the  Working  Group.  (The  agendas  of  the  Task  Force  meetings, 
which  are  included  as  Annex  C  to  this  report,  provide  specific 
details  on  the  deliberations  of  the  Task  Force.) 

The  Working  Group  held  its  third  and  final  meeting  at  the 
Treasury  Department  on  May  1  and  received  a  report  on  options 
developed  by  the  Task  Force.  These  options,  which  are  presented 
in  Annex  D,  were  discussed  and  debated  by  the  Working  Group  at 
the  May  1  meeting.  The  decisions  reached  by  the  Working  Group 
are  explained  in  Section  Four  of  this  report.  Recommendations  and 
Unresolved  Issues.  Separate  views  by  Working  Group  members  will 
appear  in  the  final  Working  Group  Report. 


-  7  - 

Section  3 
ISSUES 


The  material  and  testimony  presented  to  the  Working  Group's 
Task  Force  identified  and  described  the  following  specific  issues 
related  to  the  worldwide  unitary  and  separate  accounting  methods 
of  taxation. 

Concerns  of  critics  of  worldwide  unitary  combination 

Compared  to  separate  accounting,  worldwide  unitary  combina- 
tion may  distort  the  measurement  of  taxable  income.  It  may 
result  in  either  over  or  under  taxation. 

Because  of  possible  income  and  factor  distortion  for  both 
U.S.-  and  foreign-based  companies,  worldwide  unitary  combina- 
tion may  interfere  with  international  trade  and  investment 
flows  and  harm  the  competitive  position  of  U.S.  industry. 

Because  of  a  relatively  larger  proportion  of  foreign  to  U.S. 
activities,  the  income  distortion  may  be  greater  for  foreign- 
based  multinationals  than  for  domestic-based  groups. 

Worldwide  unitary  combination  departs  from  the  internation- 
ally accepted  standard  of  taxation,  which  is  based  on  arm's- 
length  or  separate  accounting  principles. 

Worldwide  unitary  has  given  rise  to  vigorous  objections  by 
both  foreign  governments  and  foreign  business  and  may  lead  to 
retaliatory  actions. 

—  Worldwide  unitary  combination  is  administratively  burdensome 
and  complex,  especially  for  a  foreign-based  multinational 
which  must  report  its  worldwide  income  and  apportionment 
factors  in  U.S.  dollars  under  tax  accounting  principles  used 
by  the  unitary  states.  A  U.S.  subsidiary  may  not  have  access 
to  the  necessary  information  relating  to  the  activities  of 
its  foreign  parent  and  sister  subsidiaries,  and  may  be  pro- 
hibited by  foreign  law  from  access  to  that  information. 

The  absence  of  a  consistent  and  appropriate  definition  of  a 
unitary  business  gives  rise  to  an  unacceptable  degree  of  tax- 
payer uncertainty  and  may  discourage  investment  in  the  United 
States . 

The  Congressional  General  Accounting  Office  concluded  that 
the  states  use  a  "bewildering  variety  of  rules"  in  taxing 
multistate  and  multinational  corporations  and  that  this 
raises  issues  of  international  tax  policy  and  states'  rights 
that  should  be  resolved  by  the  U.S.  Congress. 
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Concerns  of  critics  of  separate  accounting 

Compared  to  worldwide  unitary  combination,  separate  account- 
ing may  distort  the  measurement  of  taxable  income.  It  may 
result  in  either  over  or  under  taxation . 

Because  of  possible  income  distortion,  separate  accounting 
may  lead  to  under  taxation  of  multinationals;  it  may  shift  the 
corporate  tax  burden  onto  smaller  business  and  put  them  at  a 
competitive  disadvantage. 

Because  of  the  economic  interdependence  created  by  shared  ex- 
penses, economies  of  scale,  and  other  factors  within  a  multi- 
national corporate  group,  separate  accounting  may  fail,  even 
in  theory,  to  measure  income  accurately. 

Separate  accounting  departs  from  the  accepted  method  of  tax- 
ation of  a  mul ti j ur isdict ional  unitary  business,  which  is 
formula  apportionment. 

Provisions  protecting  the  confidentiality  of  tax  information 
in  current  exchange  of  information  agreements  between  the 
United  States  and  foreign  governments  may  prevent  the  federal 
government  from  sharing  with  the  states  the  information  re- 
ceived from  other  countries  which  would  assist  the  states  in 
verifying  the  allocation  of  income  between  affiliated  firms 
determined  under  separate  accounting. 

Separate  accounting  is  administratively  complex.  Given  the 
large  number  of  transactions  that  must  be  reviewed  in  an 
"arm's-length"  audit,  it  may  be  administratively  burdensome 
for  state  revenue  officials  as  well  as  taxpayers.  States 
lack  the  resources  to  administer  it  effectively. 

The  absence  of  consistent  and  appropriate  ways  to  determine 
"arm's-length"  prices  may  create  an  unacceptable  degree  of 
taxpayer  uncertainty. 

Separate  accounting  has  been  criticized  by  Congress'  General 
Accounting  Office  and  others  for  failing  to  provide  a  con- 
sistent and  equitable  measurement  of  income. 

While  most  industrial  nations  have  signed  tax  treaties  com- 
mitting themselves  to  the  arm's-length  theory,  the  rules  and 
levels  of  implementation  of  separate  accounting  are  not 
uni  form. 
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Section  4 
RECOMMENDATIONS  AND  UNRESOLVED  ISSUES 


The  Task  Force  developed  six  options  for  the  Worldwide 
Unitary  Taxation  Working  Group  to  consider.  The  options  are 
presented  in  Annex  D.  Option  One  would  apply  solely  to  foreign- 
based  multinational  corporations  while  Options  Two  through  Six 
would  limit  the  unitary  method  to  the  water's  edge.  While  Op- 
tions Two  through  Six  contain  many  common  elements,  they  differ 
in  several  areas,  most  notably  in  the  proper  state  tax  treatment 
of  dividends  received  from  foreign  subsidiaries  and  of  "80/20" 
corporations,  U.S.  corporations  with  predominantly  foreign  busi- 
ness operations.  The  Task  Force  emphasized  that  the  common 
elements  should  be  considered  to  constitute  a  Task  Force  recom- 
mendation only  in  the  context  of  agreement  on  a  particular 
option. 

The  Three  Principles  of  Agreement 

Although  the  Working  Group  did  not  reach  agreement  on  any  of 
the  six  options  developed  by  the  Task  Force,  it  was  able  to  agree 
on  a  set  of  principles  that  should  guide  the  formulation  of  state 
tax  policy.  The  Working  Group  agreed  that  the  design  of  state 
tax  policy  in  this  area  should  be  based  on  these  three  princi- 
ples : 

Principle  One:   Water's  edge  unitary  combination  for  both  U.S. 

and  foreign  based  companies. 

This  principle  would  be  implemented  by  state  action  rather 
than  federal  restrictions.  The  water's  edge  definition  relied  on 
by  the  Working  Group  in  recommending  this  principle  is  described 
in  Section  A  of  Annex  D.  State  legal  and  procedural  requirements 
and  taxpayer  information  requirements  to  promote  full  disclosure 
for  water's  edge  purposes  are  listed  in  Sections  B  and  E,  respec- 
tively, of  Annex  D.  Situations  in  which  it  would  be  permissible 
for  states  to  depart  from  the  water's  edge  definition  and  use 
worldwide  unitary  combination  are  explained  in  Section  C  of  Annex 
D. 

Principle  Two:   Increased  federal  administrative  assistance  and 

cooperation  with  the  states  to  promote  full  tax- 
payer disclosure  and  accountability. 

As  a  condition  for  the  states  limiting  unitary  combination  to 
the  water's  edge,  the  federal  government  should  adopt  the  follow- 
ing actions,  which  are  described  fully  in  sections  D,  F,  G,  H,  and 
I,  respectively,  of  Annex  D  and  qualified  by  section  J  of  that 
Annex : 
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1.  Domestic  Disclosure  Spreadsheet; 

2.  Exchange  of  Information; 

3.  Federal  Assistance; 

4.  IRS  Audit  Activity;  and 

5.  Joint  Study. 

Federal  assistance  would  be  available  to  any  state  that  does 
not  require  the  use  of  the  worldwide  unitary  method  except  as 
authorized  in  section  C  of  Annex  D,  but  only  with  respect  to 
taxpayers  not  filing  on  a  worldwide  unitary  basis  in  that  state. 

Principle  Three:   Competitive  balance  for  U.S.  multinationals^ 

"foreign  multinationals ,  and  purely  domestic 
businesses. 

State  tax  policy  should  maintain  competitive  balance  among 
all  business  taxpayers,  including  foreign  multinationals,  U.S. 
multinationals,  and  purely  domestic  businesses.  Individual 
states  should  avoid  harming  U.S.  firms  by  any  actions  that  would 
place  U.S.  business  at  a  competitive  disadvantage  relative  to  its 
foreign  competitors.  Similarly,  purely  domestic  business  should 
not  be  harmed  by  any  state  tax  policy  that  treats  any  multina- 
tional more  favorably  than  a  U.S.  business  with  no  foreign  opera- 
tions. State  tax  policy,  in  other  words,  should  not  discriminate 
between  U.S.  and  foreign  firms,  or  between  U.S.  firms  with  and 
without  foreign  operations.  The  Working  Group  makes  no  recom- 
mendations to  the  states  as  how  to  achieve  competitive  balance 
and  expects  that  decision  to  be  made  by  each  state. 

The  Working  Group  emphasizes  that  implementation  of  these 
three  Principles  is  dependent  on  resolution  of  the  issues  involv- 
ing foreign  dividends  and  "80/20"  corporations.  The  Working 
Group  agrees  that  the  three  Principles  form  an  indivisible  pack- 
age. The  business  group  endorses  the  above  Principles  only  with 
respect  to  those  states  whose  tax  practices  are  in  compliance 
with  Principles  One  and  Three.  The  state  group  endorses  the 
above  Principles  only  on  the  understanding  that  Principle  One  is 
conditioned  on  compliance  with  Principles  Two  and  Three. 

Areas  of  Disagreement 

While  the  Working  Group  reached  a  consensus  on  the  above 
Principles,  the  issues  dealing  with  foreign  dividends  and  "80/20" 
corporations  were  not  resolved.  These  issues  remain  to  be  de- 
cided on  a  state-by-state  basis.  The  Working  Group  also  did  not 
reach  a  consensus  on  the  following  items  regarding  Principle  One: 
the  definition  of  a  tax  haven  country  and  whether  the  limitation 
of  worldwide  combined  reporting  should  operate  retroactively  or 
only  prospectively  upon  the  adoption  by  each  state. 


-  11  - 

Foreign  Dividends 

The  Working  Group  did  not  arrive  at  a  consensus  recommenda- 
tion for  state  taxation  of  dividends  received  by  a  U.S.  corpora- 
tion from  a  foreign  subsidiary. 

State  Position 

The  state  representatives  on  the  Working  Group  believe 
that  states  have  and  should  retain  the  right  to  tax  dividends 
paid  to  U.S.  multinationals  by  their  foreign  subsidiaries  be- 
cause : 

1.  Dividends  paid  by  foreign  corporations  to  any  other 
state  taxpayer,  whether  individual  or  unaffiliated 
business,  are  potentially  subject  to  state  income  tax. 
Exempting  foreign  source  dividends  from  state  taxation 
when  they  are  paid  to  a  U.S.  parent  corporation,  but 
not  when  they  are  paid  to  other  taxpayers,  would  be 
unfair  discrimination.  This  discrimination  would  be 
unfair  and  it  would  favor  foreign  investment  and  be 
detrimental  to  the  U.S.  economy. 

2.  National  level  income  taxation  is  concurrent  with,  not 
duplicative  of,  state  level  income  taxation.  Thus, 
the  federal  and  state  governments  both  tax  the  same 
incomes  of  individuals  and  businesses.  The  fact  that 
the  income  from  which  foreign  dividends  are  paid  may 
have  been  taxed  by  a  foreign  national  government  does 
not  produce  unacceptable  multiple  taxation  and  is  no 
reason  to  exempt  it  from  state  taxation. 

3.  Taxation  of  foreign  source  dividends  is  an  established 
and  recognized  state  tax  policy.  About  two-thirds  of 
the  states  include  at  least  some  foreign  source  divi- 
dends in  the  tax  base  of  the  recipient  U.S.  parent 
corporation.  Thus,  taxing  these  dividends  is  the  norm 
in  state  taxation. 

4.  Foreign  source  dividends  are  an  integral  part  of  the 
water's  edge  income  of  U.S. -based  multinational  cor- 
porations. The  federal  government  recognizes  this 
fact  by  including  them  in  the  U.S.  tax  base  for  all 
taxpayers.  Expenses  incurred  by  the  U.S.  parent 
company  for  capital,  management,  research  and  devel- 
opment, and  the  like  generate  income  from  foreign 
subsidiaries  as  well  as  domestic  ones.  Since  these 
expenses  are  deductible  for  state  tax  purposes,  the 
foreign  source  dividend  income  generated  by  those 
expenses  should  be  taxable. 
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5.  Dividends,  particularly  in  the  foreign  context,  are 
often  surrogates  for  interest,  royalties,  management 
fees,  and  reductions  of  the  cost  of  goods  sold.  Thus, 
to  accurately  measure  income  and  prevent  accounting 
manipulations  to  avoid  taxation,  they  should  be 
treated  in  the  way  same  for  tax  purposes. 

6.  Taxing  purely  domestic  and  smaller  businesses  on  100 
percent  of  their  federal  income  tax  bases  while  exemp- 
ting a  substantial  part  of  the  federal  tax  bases  of 
multinationals  would  significantly  reduce  state  reve- 
nues and  increase  the  share  of  the  corporate  tax  bur- 
den carried  by  purely  domestic  and  smaller  business. 

7.  State  income  taxes  are  not  unambiguously  "source- 
based."  The  U.S.  Supreme  Court  has  repeatedly  held 
that  the  income  of  a  unitary  business  cannot  be  geo- 
graphically "sourced."  That  is  why  all  45  income  tax 
states  use  formula  apportionment  to  "attribute,"  but 
not  to  "source"  income  among  the  states.  Foreign 
source  dividends  are  a  legitimate  part  of  the  tax  base 
to  be  apportioned  among  the  states. 

Business  Position 

The  business  representatives  on  the  Working  Group  dis- 
agree that  foreign  corporate  dividends  are  a  proper  subject 
of  state  taxation.  They  believe  that  these  dividends  should 
be  exempt  from  state  taxation  because: 

1.  Both  federal  and  many  state  laws  distinguish  between 
dividends  paid  to  a  corporation  (the  issue  before  the 
Working  Group)  and  dividends  which  are  paid  to  an  in- 
dividual shareholder.  To  prevent  income  that  is  not 
paid  as  dividends  to  individual  shareholders  from  be- 
ing subject  to  multiple  levels  of  corporate  taxation, 
both  federal  and  many  state  laws  allow  a  generous  de- 
duction for  dividends  received  by  one  U.S.  corporation 
from  another.  This  policy  is  followed  because  the 
operating  income  out  of  which  the  dividends  are  paid 
is  already  subject  to  federal  and  state  tax  when 
earned  by  the  dividend-paying  corporation.  In  con- 
trast, subjecting  foreign  source  dividends  to  state 
taxation  when  received  by  a  U.S.  corporation  would 
result  in  multiple  corporate  taxation  of  income  that 
remains  in  corporate  form  and  has  not  been  paid  to 
individual  shareholders.  The  income  out  of  which  the 
dividends  are  paid  has  been  taxed  in  the  foreign  ju- 
risdiction and  the  dividends  usually  have  borne  a 
withholding  tax  levied  at  source  by  the  foreign  juris- 
diction . 
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2.  State  taxation  of  foreign  dividends  is  not  an  estab- 
lished norm.  More  than  half  of  the  states  provide  a 
substantial  exemption  for  foreign  dividends.  There 
also  is  a  trend  by  state  legislatures  to  exclude 
foreign  dividends  as  well  as  domestic  dividends  from 
state  taxation. 

3.  Foreign  source  dividends  are  not  effectively  part  of 
the  federal  tax  base  for  all  taxpayers.  While  foreign 
source  dividend  income  is  included  in  a  U.S.  corpora- 
tion's taxable  income,  federal  law  allows  a  credit 
against  U.S.  tax  for  foreign  taxes  imposed  on  both  the 
dividends  and  the  underlying  corporate  income  out  of 
which  the  dividends  are  paid.  Frequently,  dividends 
paid  by  a  foreign  corporation  bear  a  foreign  tax  in 
excess  of  the  combined  federal  and  state  rates  in  the 
United  States.  In  this  case,  to  alleviate  double 
taxation,  no  federal  income  tax  is  imposed  on  the 
foreign  dividend  income.  An  unreasonable  tax  burden 
results  if  the  states  do  not  follow  federal  practice 
and  exempt  these  dividends. 

4.  Foreign  source  dividends  should  not  be  considered  sur- 
rogates for  interest,  royalties,  or  management  fees, 
since  the  latter  items  are  generally  tax  deductible  in 
the  foreign  jurisdictions  and  subject  to  low  foreign 
withholding  taxes.  Foreign  source  dividends,  on  the 
other  hand,  are  distributions  of  earnings  generated 
abroad,  which  have  generally  been  taxed  at  rates 
comparable  to  the  U.S.  statutory  rate.  Therefore, 
foreign  source  dividends  should  not  be  treated  the 
same  as  other  categories  of  foreign  source  income. 

5.  Foreign  dividends  should  not  be  subject  to  taxation 
merely  to  raise  revenue  or  to  offset  perceived  revenue 
losses  from  not  taxing  foreign  income  under  the  world- 
wide unitary  method.  The  business  members  of  the 
Working  Group  have  indicated  the  willingness  of  the 
business  community  to  develop  alternative  non-dividend 
state  revenue  sources  from  business  income.  They  also 
have  agreed  in  Principle  Three  that  purely  domestic 
businesses  should  not  be  discriminated  against. 

6.  Unlike  the  federal  system  of  taxation,  which  is  based 
on  residence  or  place  of  incorporation,  state  corpo- 
rate tax  laws  are  based  on  source  or  location  of  in- 
come. Their  objective  is  to  tax  income  "sourced"  in 
or  "attributable"  to  a  particular  state.  Dividends 
paid  by  a  foreign  corporation  having  no  business  pre- 
sence in  a  state  and  out  of  income  earned  in  a  foreign 
country  should  be  beyond  the  pale  of  a  tax  system  de- 
signed to  tax  income  attributable  to  economic  activity 
occurring  in  that  state. 
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7.  Taxation  of  foreign  corporate  dividends  interferes 
with  the  flow  of  investment  across  national  boundaries 
and  places  U.S. -based  business  at  a  clear-cut  disad- 
vantage in  competing  with  foreign  firms. 

ACIR  Position 

The  Advisory  Commission  on  Intergovernmental  Relations 
proposes  that  states  pursue  a  nondiscriminatory  policy  with 
respect  to  the  taxation  of  foreign  and  domestic  dividends. 
That  is,  each  state  should  seek  parity  in  the  tax  treatment 
of  foreign  and  domestic  dividends  received  by  U.S. 
corporations . 

"80/20"  Corporations 

In  addition  to  the  foreign  dividends  issue,  the  Working  Group 
did  not  arrive  at  a  consensus  recommendation  for  state  taxation 
of  U.S.  corporations  with  primarily  foreign  operations,  popularly 
known  as  "80/20"  corporations.  The  "80/20"  corporations  referred 
to  in  the  options  developed  by  the  Task  Force  are  U.S.  corpora- 
tions with  at  least  80  percent  of  their  payroll  and  property  out- 
side the  United  States.  This  definition  is  different  from  the 
one  used  by  the  federal  government,  which  is  based  on  the  per- 
centage of  foreign  income  measured  by  federal  source  rules. 

State  Position 

The  state  representatives  on  the  Working  Group  believe 
that  all  U.S.  corporations  should  be  treated  as  being  within 
the  water's  edge,  regardless  of  the  source  of  their  income  as 
determined  under  federal  law  or  the  location  of  their  busi- 
ness activities  because: 

1.  The  essence  of  the  water's  edge  concept  is  that  corpo- 
rate subsidiaries  incorporated  in  the  United  States, 
doing  business  in  the  United  States,  and  included  in  a 
U.S.  multinational's  federal  tax  return  should  be 
within  the  water's  edge.  The  exclusion  of  certain 
U.S.  subsidiaries  because  arbitrary  percentages  of 
their  payroll  and  property,  but  not  their  sales,  are 
outside  the  United  States  undermines  the  entire 
rationale  for  the  water's  edge  approach.  These  sub- 
sidiaries are  managed  in  the  United  States  and  incur 
tax-deductible  expenses  in  the  United  States.  Exclu- 
sion of  these  U.S.  subsidiaries  from  the  water's  edge 
creates  a  significant  opportunity  for  tax  avoidance 
through  corporate  "shellgames . "  For  example,  a  sub- 
sidiary with  100  percent  of  its  sales  in  the  United 
States  could  escape  water's  edge  combination  simply 
because  most  of  its  payroll  an;''  property  is  offshore. 
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2.  If  "80/20"  corporations  are  excluded  from  the  water's 
edge  group,  it  will  probably  reduce  the  state  tax  base 
below  the  total  exemption  of  foreign  dividends.  It 
will  permit  income  to  be  placed  beyond  the  water's 
edge  (e.g.,  through  the  formation  of  a  holding  com- 
pany) ;  and  it  will  create  an  incentive  to  invest  in 
foreign  countries  (e.g.,  develop  a  product  in  the 
United  States,  manufacture  at  a  profit  overseas,  and 
sell  at  a  loss  in  the  United  States) .  This  could  harm 
business  in  the  United  States  and  destroy  U.S.  jobs. 

3.  When  an  "80/20"  corporation  is  included  in  the  water's 
edge  group,  its  factors  are  also  included  in  the  ap- 
portionment formula,  and  this  results  in  income  being 
assigned  to  those  foreign  activities.  Moreover,  there 
are  no  administrative  or  compliance  problems  because 
these  companies  already  have  to  conform  to  U.S.  ac- 
counting rules  and  make  currency  valuations  for  feder- 
al tax  purposes.  Only  in  rare  circumstances  would  the 
IRS  audit  the  transfer  prices  between  "80/20"  corpora- 
tions and  other  U.S.  corporations  that  are  members  of 
the  consolidated  group.  As  a  result,  it  would  be  un- 
reasonable to  rely  on  IRS  audit  activity  in  this  area, 
and  it  would  create  a  "tax  planning"  opportunity  to 
avoid  state  taxes  by  investing  in  foreign  countries. 

4.  The  business  position  confuses  "80/20"  corporations 
determined  by  the  location  of  payroll  and  property, 
with  IRS  "80/20"  corporations  which  are  determined  by 
"source"  of  income.  The  IRS  only  audits  the  latter, 
as  a  category,  to  determine  the  source  of  income  for 
the  purposes  of  determining  the  limitation  on  the  a- 
mount  of  creditable  foreign  taxes.  This,  of  course, 
is  not  the  same  as  a  Section  482  audit  of  members  of  a 
consolidated  group. 

Business  Position 

The  business  representatives  on  the  Working  Group  believe 
that  U.S.  corporations  with  more  than  80  percent  of  their 
business  activities  outside  the  United  States,  measured  by 
payroll  and  property,  should  be  excluded  from  the  water's 
edge  group  because: 

1.  They  are  essentially  foreign  corporations.  While  they 
happen  to  be  incorporated  in  the  United  States,  their 
business  activities  occur  primarily,  perhaps  even  ex- 
clusively, overseas.  The  water's  edge  concept  should 
not  be  based  solely  on  place  of  incorporation,  without 
consideration  of  where  economic  activity  occurs;  a 
U.S.  corporation  with  predominantly  foreign  operations 
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should  be  treated  the  same  as  a  similarly  situated 
foreign  incorporated  entity.  The  proposed  foreign 
business  activities  test  is  both  substantial  (80  per- 
cent) and  substantive  (payroll  and  property) .  This 
will  guard  against  the  use  of  "shell"  or  "paper"  cor- 
porations to  avoid  state  taxes  and  prevent  those  not 
having  primarily  foreign  operations  from  being  ex- 
cluded from  the  states'  tax  bases. 


Merely  because  an  "80/20"  corporation  may  be  included 
in  a  federal  tax  return  is  no  reason  to  consider  it 
inside  the  water's  edge.  For  federal  purposes,  its 
income  related  to  its  foreign  operations  is  considered 
foreign  source  and  is  eligible  for  a  foreign  tax 
credit.  Since  federal  tax  policy  considers  this  in- 
come outside  the  "water's  edge,"  state  tax  policy  also 
ought  to  consider  "80/20"  corporations  outside  the 
water ' s  edge . 

For  this  purpose,  the  test  of  an  "80/20"  corporation 
depends  on  the  location  of  payroll  and  property.  Al- 
though the  federal  definition  depends,  instead,  on 
source  of  income,  a  corporation  that  satisfies  the 
payroll  and  property  threshold  would  generally  also 
satisfy  the  federal  definition.  Thus,  these  U.S.  cor- 
porations with  more  than  80  percent  of  their  payroll 
and  property  outside  the  United  States  would  be  sub- 
ject to  extensive  federal  audit. 

Transactions  between  "80/20"  subsidiaries  (as  defined 
in  federal  law)  and  other  U.S.  affiliates  are  subject 
to  a  careful  and  close  IRS  audit  examination  program. 
This  is  because  these  transactions  have  direct  federal 
tax  consequences  with  regard  to  the  foreign  tax  cred- 
it. The  federal  government  is  concerned,  just  as  the 
states  are,  that  the  income  of  an  "80/20"  corporation 
be  correctly  calculated  and  not  moved  artificially  be- 
yond the  water's  edge.  This  federal  audit  examination 
will  be  intensified  as  part  of  the  federal  tax  admin- 
istration initiatives  contained  in  the  Working  Group 
recommendation.  This  will  effectively  and  aggres- 
sively counteract  any  attempts  to  artificially  move 
income  into  "80/20"  corporations  and  outside  the 
water's  edge. 
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Annex  C 
TASK  FORCE  OF  THE  WORLDWIDE  UNITARY  TAX  WORKING  GROUP 

SCHEDULE  OF  MEETINGS 


Monday y  November  1,    1983 

9: 00  A.M.  -  1: 30  P.M. 

Organizational  Meeting 

I.  Introduction. 

II.  Distribution  and  discussion  of  suggested  reading 
materials . 

III.  Discussion  of  policy  issues:   national  and  state 
interests . 

IV.  Suggested  Work  Plan  for  November  15  -  17  meeting 

V.  Task  Force  Procedures. 


Tuesday y  November  15,  1983 

9: 30  A.M.  -  5: 45  P.M. 

Assistant  Secretary  Chapoton,  U.S.  Treasury  Department 
Internal  Revenue  Service 
General  Accounting  Office 
Discussion 

Wednesday,  November  16,  1983 

9: 00  A.M.  -  5: 45  P.M. 

Government  of  Japan 
Sony  Corporation  of  America 
Moet  Hennessy,  S.A. 
Container  Corporation  of  America 
Alcan  Aluminum 
Gulf  Oil  Corporation 
Coca  Cola  Company 
Discussion 


Thursday,  November  17,  1983 

11: 00  A.M.  -  3: 15  P.M. 

Discussion  Topics: 

.  Progress  to  date. 

.  Schedule  of  future  meetings. 

.  Task  Force  mandate. 

.  Methods  of  developing  possible  options. 
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Tuesday y  November  29,  1983 

9: 30  A.M.  -  8: 00  P.M. 

Nestle  Corporation,  S.A. 
Capitol  Records,  Inc.  and  EMI,  Limited 
Sears,  Roebuck  and  Company 
Dart  and  Kraft,  Inc. 
Unitary  Tax  Campaign  (U.K.) 
California  Franchise  Tax  Board 
Multistate  Tax  Commission 
Fox  and  Company 
Martin  Lobel 
Di  scussion 


Wednesday,  November  30^  1983 

9: 00  A.M.  -  7: 00  P.M. 

(Public  Hearing) 

E  Z  America,  Limited 

Kyocera  International,  Inc.  and 

Electronics  Industries  Association  of  Japan 

Colgate-Palmolive  Company 

General  Mills,  Inc. 

New  York  State  Bar  Association 

New  York  Public  Interest  Research  Group,  Inc. 

Citizens  for  Tax  Justice 

AUGAT,  Inc. 

Service  Employees  International  Union,  AFL-CIO,  CLC 

American  Federation  of  State,  County,  and  Municipal  Employees 

(AFSCME) 
Florida  AFL-CIO 

German  American  Chamber  of  Commerce,  Inc. 
Machinery  and  Allied  Products  Institute 
Committee  on  State  Taxation,  Council  of  State  Chambers  of 

Commerce 
Chamber  of  Commerce  of  the  United  States 
National  Small  Business  Association 
Independent  Gasoline  Marketers  Council 
The  Committee  to  Restore  Internationally  Stable  Investment 

System  (Organization  of  concerned  European-based  firms) 
Price  Waterhouse 
Citizen/Labor  Energy  Coalition 
National  Association  of  Manufacturers 
Discussion  -  Closed  Session 
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Thursday,  December  1,  1983 

9:00  A.M.  -  3:00  P.M. 

Mobil  Oil  Corporation 
Lewis  B.  Kaden,  Columbia  Law  School 

Office  of  International  Tax  Counsel,  O.S.  Treasury  Department 
Joint  Connnittee  on  Taxation  Staff,  U.S.    Congress 
Discussion 


Tuesday,  December  6,  1983 

2:00  P.M.  -  6:00  P.M. 

Discussion  Topics: 

.  Working  Group  meeting 

.  Future  schedule 

.  Definition  of  Unitary 


Wednesday,  December  7,  1983 

9:00  A.M.  -  3:30  P.M. 

Discussion  Topics: 

.  Exchange  of  information 

.  Full  accountability 

.  Introduction  of  possible  options 


Tuesday,  January  10,  1984 

1: 30  P.M.  -  6:30  P.M. 

The  Role  of  Sections  482  and  861 

-  Office  of  Tax  Analysis,  U.S.  Treasury  Department 

The  Workings  of  Subpart  F 

-  International  Tax  Counsel,  U.S.  Treasury  Department 

Discussion  on  Full  Accountability 


Wednesday,  January  11,  1984 

9: 00  A.M.  -  6: 00  P.M. 

Overview  of    Section   482   Audit   and    Enforcement    Programs 

-  Internal  Revenue  Service 

Inland  Revenue's  Transfer  Pricing  Experience 

-  Board  of  Inland  Revenue,  United  Kingdom 

Specifics  of  IRS  Audit  Program 

-  Internal  Revenue  Service 
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Thursday^  January  12^  1984 

9: 00  A.M.  -  3: 30  P.M. 


Dr.  Norman  Ture 

Discussion  Topics: 

.  Possible  options 

.  Full  accountability  vs.  Full  disclosure 


Tuesday^  January  31,  1984 

10: 00  A.M.  -  6: 00  P.M. 

Discussion  Topics: 

.  Definition  of  unitary  business  and  the  water's  edge 
.  Treatment  U.S. -based  vs.  foreign-based  multinationals 
.  Alternative  taxes  to  unitary 


Wednesday,  February  1,  1984 

9: 30  A.M.  -  6: 30  P.M. 

Discussion  Topics: 

.  Alternatives  to  unitary 
.  Full  domestic  disclosure 
.  Treatment  of  dividends 


Thursday,  February  2,    1984 

10: 00  A.M.  -  3: 00  P.M. 

Discussion  Topics: 

.  Water's  edge  limitation 

.  Foreign  dividends 

.  Full  disclosure  /  Full  accountability 

.  Improved  information  exchange 


Tuesday,  February  14,  1984 

10: 00  A.M.  -  6: 00  P.M. 

Discussion  Topics: 

.  Spreadsheet  to  insure  full  disclosure 

.  Water's  edge  limitation 

.  Alternative  treatments  of  foreign  dividends 


Wednesday,  February  15,  1984 

10:00  A.M.  -  3: 30  P.M. 

Discussion  Topics: 

.  Spreadsheet  -  Water's  edge  linkage 

.  Postponement  of  February  24th  Working  Group  meeting 

.  Analysis  revenue  impact  of  dividend  options 
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Tuesday y  March  20^  1984 

12: 30  P.M.  -  6: 00  P.M. 


Discussion  Topics: 

.  Revenue  impact  of  dividend  options 
.  Spreadsheet  components 


Wednesday^  March  21,  1984 

10: 00  A.M.  -  8: 00  P.M. 

Discussion  Topics: 

.  Dividend  options 

.  Spreadsheet  components 

.  Water's  edge  definition 


Thursday y  March  22^  1984 

9: 00  A.M  -  4: 00  P.M. 

Discussion  Topics: 

.  Package  of  alternatives 

.  Future  of  Task  Force  and  Working  Group 

.  Drafting  of  Task  Force  report 
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Annex  D 
TASK  FORCE  OPTIONS 


At  the  request  of  the  Working  Group,  the  Task  Force  developed 
six  options  for  the  Working  Group  to  consider  at  the  Group's 
May  1  meeting.  Options  One,  Two  and  Three  were  proposed  by  state 
members  of  the  Task  Force,  Options  Four  and  Five  were  proposed  by 
business  members,  and  Option  Six  was  proposed  by  the  representa- 
tive of  the  Advisory  Commission  on  Intergovernmental  Relations. 
These  six  options,  as  modified  by  Treasury  Department  revisions 
of  proposed  federal  actions,  are  presented  in  this  Annex.  All  of 
the  options  are  based  on  the  assumption  that  adoption  of  specific 
state  policies  would  be  voluntary  and  not  mandated  by  restrictive 
federal  legislation.  Option  One  would  involve  a  relatively  mod- 
est departure  from  the  use  of  the  worldwide  unitary  method;  it 
would  apply  solely  to  foreign-based  multinationals  at  their  op- 
tion and  provide  them  an  alternative  to  worldwide  unitary.  Op- 
tions Two  through  Six  would  limit  the  unitary  method  to  the 
water's  edge  and  therefore  would  involve  more  significant  changes 
in  policy  for  the  twelve  states  presently  using  the  worldwide 
unitary  method.  Options  Four  and  Five  also  would  involve  changes 
in  policy  for  those  states  that  subject  at  least  some  foreign 
dividends  to  taxation.  Options  Two  through  Six  also  assume  the 
execution  by  the  federal  government  of  specific  actions  to  en- 
courage greater  disclosure  of  domestic  income,  increased  com- 
pliance with  state  tax  laws,  and  improved  enforcement  of  the 
arm's-length  or  separate  accounting  standard. 

While  Options  Two  through  Six  contain  many  common  elements, 
they  differ  in  several  areas,  most  notably  in  the  proper  state 
tax  treatment  of  dividends  received  from  foreign  subsidiaries  and 
of  U.S.  corporations  with  predominantly  foreign  business  opera- 
tions. All  Task  Force  members  believe  that  these  issues  are 
critical  and  that  their  resolution  must  be  part  of  any  solution 
to  the  problems  at  hand.  The  Task  Force,  in  other  words,  be- 
lieves that  it  would  not  be  acceptable  to  settle  solely  on  the 
Common  Elements  in  Options  Two  through  Six  as  the  solution  to  the 
"unitary  problem,"  but  leave  unresolved  the  issues  of  foreign 
dividends  and  U.S.  corporations  with  foreign  operations. 
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OPTION  ONE  (STATE);   ALTERNATIVE  ACTIVITIES  TAX  IN  LIEU  OF  UNI- 
TARY APPORTIONMENT  SOLELY  FOR  FOREIGN-BASED 
MULTINATIONALS 


Description 

A  corporation  which  is  part  of  a  unitary  business  and  whose 
parent  corporation  is  neither  organized  in  nor  conducts  business 
in  the  United  States  would  be  allowed  to  pay  an  alternative  tax 
based  on  its  in-state  business  activities,  measured  by  its  in- 
state payroll,  property,  and  sales.  The  corporation  could  elect 
•this  alternative  tax  in  lieu  of  being  subject  to  the  worldwide 
unitary  method.  The  rate  for  the  activities  tax  would  be  calcu- 
lated on  an  industry  basis  with  reference  to  the  tax  paid  by 
firms  in  the  same  industry  conducting  a  unitary  business  within 
the  state. 


Proponents'  Analysis 

This  option  is  a  direct  response  to  the  concerns  that  led  to 
the  establishment  of  the  Working  Group.  It  would  offer  an  alter- 
native to  the  requirement  of  some  states,  opposed  by  foreign  mul- 
tinationals and  foreign  governments,  that  foreign  companies  use 
the  worldwide  unitary  method.  At  the  same  time,  by  requiring 
them  to  pay  a  tax  on  their  in-state  activities  in  lieu  of  an  in- 
come tax  measured  by  the  worldwide  unitary  method,  this  option 
would  protect  the  competitive  position  of  U.S. -based  multination- 
als and  purely  domestic  and  smaller  businesses;  it  also  would 
protect  state  revenue  bases.  To  the  extent  that  foreign  govern- 
ments object  to  the  worldwide  unitary  method  itself,  rather  than 
to  the  actual  level  of  state  taxation,  this  option  should  end 
chreats  of  retaliation.  For  those  twelve  states  now  using  the 
worldwide  unitary  method,  this  option,  compared  to  Options  Two 
through  Six,  would  require  the  smallest  change  from  their  current 
practice  and  should  be  least  burdensome  for  state  revenue  offi- 
cials and  taxpayers. 


Opponents'  Analysis 


Foreign  governments  may  find  the  alternative  activities  tax 
just  as  objectionable  as  the  worldwide  unitary  method.  Since  the 
level  of  the  activities  tax  would  be  set  on  an  industry  basis, 
some  foreign-based  multinationals  would  have  increased  state  tax 
liabilities,  while  others  would  have  reduced  liabilities.  The 
former  would  not  elect  the  alternative  tax  and  would  still  object 
to  the  worldwide  unitary  method;  the  latter  would  not  be  satis- 
fied by  being  required  to  pay  an  activities  tax  in  excess  of  what 
they  might  otherwise  be  required  to  pay  on  a  separate  accounting 
or  arm's-length  basis.   Thus,  foreign  government  officials  could 


-  29  - 


still  assert  that  the  activities  tax  gave  rise  to  extraterritori- 
al taxation  and  that  it  was  a  departure  from  the  international 
arm's-length  standard.  This  option  would  not  correct  the  prob- 
lems that  U.S.  business  opponents  of  worldwide  unitary  combina- 
tion associate  with  the  method.  Depending  on  the  circumstances 
of  individual  firms,  some  U.S. -based  businesses  could  be  required 
to  pay  higher  taxes  than  their  foreign  counterparts,  even  when 
profit  rates  were  equivalent.  Thus,  this  option  could  place 
individual  U.S.  firms  at  a  competitive  disadvantage  by  tilting 
what  should  be  a  "level  playing  field"  in  favor  of  their  foreign 
competitors.  For  the  same  reasons,  this  option  might  be  subject 
to  a  constitutional  challenge  on  due  process  and  equal  protection 
grounds. 
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COMMON  ELEMENTS  OF  WATER'S  EDGE  OPTIONS  TWO  -  SIX 


Options  Two  through  Six  each  describe  ways  of  limiting  the 
worldwide  unitary  method  to  the  "water's  edge."  In  other  words, 
the  unitary  method,  under  each  of  these  options,  would  be  limited 
to  a  specifically  defined  water's  edge  group.  The  following  com- 
mon items,  summarized  here,  are  included  in  Options  Two  through 
Six.  The  text  of  the  footnotes,  which  provide  interpretation  of 
the  general  descriptions  in  this  text,  appear  at  the  end  of  this 
paper.  In  every  case  the  language  of  the  footnotes  controls  over 
the  more  abbreviated  wording  in  this  text. 

A.   Components  of  Water's  Edge  Combined  Group 

The  application  of  the  unitary  method  would  be  limited  to 
the  following  "water's  edge"  corporations  which  are  part  of  a 
unitary  business:]^/ 

1.  U.S.  corporations  included  in  a  consolidated  return 
for  federal  corporate  tax  purposes.  (Note  that  Op- 
tions Two,  Three,  and  Six  include  all  U.S.  corpora- 
tions, including  those  with  more  than  80  percent  of 
their  payroll  and  property  outside  the  United  States 
and  its  possessions;  Options  Four  and  Five  exclude 
U.S.  corporations  with  more  than  80  percent  of  their 
payroll  and  property  outside  the  United  States.) 

2.  U.S.  possessions  corporations; 

3.  companies  incorporated  in  U.S.  possessions  or  territo- 
ries ; 

4.  domestic  international  sales  corporations  (DISCs)  or 
foreign  sales  corporations  (FSCs); 

5.  certain  tax  haven  corporations  presumed  to  be  part  of 
the  unitary  business;2^/ 

6.  foreign  corporations  with  at  least  a  threshold  level 
of  business  activity  in  the  United  States;^/  and 

7.  U.S.  corporations  not  included  in  (1)  and  with  more 
than  50  percent  of  their  voting  stock  owned  or  con- 
trolled, directly  or  indirectly,  by  another  U.S. 
corporation. 
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B.  State  Legal  and  Procedural  Requirements 

In  order  to  ensure  full  disclosure  and  maximuir  account- 
ability, while  at  the  same  time  limiting  compliance  costs, 
"qualif ied"4/  states  would  enact  the  following  procedures  and 
remedies  : 

1.  require  a  taxpayer  with  unitary  foreign  affiliates  to 
consent  to  the  taking  of  depositions  and  the  accept- 
ance of  subpoenas  for  the  purpose  of  obtaining  infor- 
mation necessary  for  determining  or  verifying  its 
taxable  income;5^/ 

2.  establish  a  presumption  that  a  corporation  is  part  of 
a  unitary  business  if  it  does  not  comply  with  disclo- 
sure requirements  or  reasonable  requests  for  audit- 
related  information;  6^/ 

3.  require  a  taxpayer  to  sustain  the  burden  of  proof  in 
refuting  a  state's  contention  that  a  unitary  business 
exists  within  the  water's  edge  combination  defined  in 
(A); 7/ 

4.  permit  a  state,  as  part  of  a  judicial  proceeding,  to 
introduce  into  evidence  the  record  of  any  final  court 
determination  in  another  state  involving  the  same  tax- 
payer or  unitary  business;8^/ 

5.  enact  provisions  similar  to  Sections  982  and  6038  of 
the  Internal  Revenue  Code  (Code) ,  which  provide  penal- 
ties and  sanctions  for  failing  to  provide  information;  9^/ 

6.  allow  certain  tax  information  to  be  introduced  into 
evidence  without  its  relevance  being  contested; 10/  and 

7.  permit  the  worldwide  unitary  method  to  be  applied  to  a 
taxpayer  failing  to  comply  with  reasonable  discovery 
efforts  aimed  at  obtaining  information  necessary  to 
determine  or  verify  its  taxable  income. 11/ 

C.  Ose  of  Worldwide  Combination 

Notwithstanding  provision  (A)  which  limits  the  unitary 
method  to  the  water's  edge,  states  may  use  worldwide  combina- 
tion in  the  following  circumstances: 

1.  if  companies  fail  to  comply  with  either  the  domestic 
disclosure  spreadsheet  filing  requirements  or  the 
state  legal  and  procedural  requirements; 
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2.  if  separate  accounting,  after  necessary  and  appropri- 
ate adjustments,  fails  to  prevent  the  evasion  of  taxes 
or  clearly  reflect  income; 12/  or 

3.  if  a  taxpayer  does  not  provide  relevant  information  on 
the  operations  of  a  foreign-based  parent  within  a  rea- 
sonable period  of  time  or  if  the  government  of  that 
foreign  country  does  not  allow  the  states  access  to 
such  information. 13/ 


D.   Domestic  Disclosure  Spreadsheet 

The  federal  government  would: 

1.  enact  a  federal  law  requiring  a  taxpayer  to  file  in- 
formation disclosing  its  tax  liability,  and  the  method 
of  calculation,  for  each  state  in  which  it  operates. 
The  failure  to  file  this  information  would  be  subject 
to  monetary  penalties  identical  to  those  contained  in 
Section  6038  of  the  Code; 14/ 

2.  require  the  information  described  in  (1)  to  be  filed 
on  a  domestic  disclosure  spreadsheet  (see  instructions 
and  simplified  sample  at  Annex  E)  by  or  on  behalf  of 
any  corporation  required  to  file  a  U.S.  tax  return 
which,  with  its  related  corporations,  satisfies 
threshold  levels  of  business  activity; 15/ 

3.  require  the  IRS  to  receive  the  spreadsheet  described 
in  (2)  and  review  it  for  completeness ; 16/ 

4.  enact  legislation  to  allow  the  IRS  to  share  with 
"qualified"  states,  "common  agencies,"  and  a  "desig- 
nated agency"  under  duly-executed  exchange  of  infor- 
mation agreements  information  filed  pursuant  to  (1). 
A  "qualified  state"  is  any  state  that  does  not  require 
the  use  of  the  worldwide  unitary  method,  except  as 
authorized  in  (C)  .  A  "common  agency"  is  any  entity 
designated  by  and  acting  on  behalf  of  four  or  more 
qualified  states  to  assist  in  the  administration  of 
their  tax  statutes.  A  "designated  agency"  is  an 
agency  designated  by  a  plurality  of  the  qualified 
states  that  impose  a  tax  on  or  measured  by  the  net 
income  of  corporations; 17/ 

5.  provide  up  to  $3.0  million  in  annual  funding  to  a 
designated  agency  to  cover  expenses  of  making  audit 
referrals  to  qualified  states  and  any  common  agen- 
cies .J^8/  The  funding  would  be  available  for  a  five- 
year  period.  After  the  five-year  period,  annual 
funding  would  be  conditional  upon  a  determination  by 
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the  Secretary  of  the  Treasury  that  the  policy  of  no 
state  is  substantially  inconsistent  with  the  recom- 
mendations of  the  Working  Group;  and 

6.  require  the  IRS  to  develop  and  propose  regulations 
necessary  to  implement  the  domestic  disclosure  spread- 
sheet described  in  (2) . 19/ 

E.   Taxpayer  Information 

A  taxpayer  would  retain  the  following  information  for 
possible  use  by  state  tax  auditors: 

1.  specific  documents  needed  to  audit  issues  pertaining 
to  international  income  flows; 20/ 

2.  the  identity  of  key  employees  who  have  knowledge  of 
and  access  to  company  pricing  and  costing  policies ; 21/ 

3.  documents  and  correspondence  pertaining  to  the  sourc- 
ing  of  income  between  U.S.  and  foreign  jurisdictions 
and  the  determination  of  foreign  tax  liabil ity ; 22/ 

4.  a  listing  of  the  geographic  location  of  payroll, 
property,  and  sales  for  each  company  listed  in  the 
disclosure  spreadsheet  described  in  (D)  (2 ) ; 23/ 

5.  U.S.  Tax  Forms  5471,  5472,  and  5473  filed  with  the 
IRS; 

6.  the  type  of  information  requested  in  the  forms 
described  in  (5),  insofar  as  it  applies  to  related 
U.S.  corporations; 24/  and 

7.  all  state  corporate  tax  returns  filed  by  each  corpora- 
tion in  each  state. 


Exchange  of  Information 

The  federal  government  would: 

1.  take  such  steps  as  are  necessary  to  make  information 
received  from  other  countries  available  to  qualified 
states,  common  agencies  of  those  qualified  states,  and 
the  designated  agency; 25/ 

2.  enact  federal  legislation  to  permit  common  agencies 
and  the  designated  agency  to  enter  in^f ormation-shar ing 
arrangements  with  the  IRS,  including  the  information 
obtained  from  a  consenting  treaty  partner ;26/  and 
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3.  provide  the  qualified  states,  conunon  agencies,  and  the 
designated  agency  access  to  all  information  developed 
by  the  IRS  in  examining  multinational  operations  and 
obtained  from  a  consenting  treaty  partner. 27/ 


G.   Federal  Assistance 

The  federal  government  would: 

1.  assist  qualified  states,  common  agencies,  and  the  des- 
ignated agency  in  their  examination  of  foreign  trans- 
actions by  establishing  a  formal  communications  system 
between  the  IRS  and  the  states  enabling  qualified 
states,  a  common  agency,  or  the  designated  agency  to 
request  the  IRS  to  examine  a  taxpayer's  income  tax 
return  for  potential  international  issues . 28/ 

2.  provide  IRS  training  for  state  tax  instructors  in 
international  issues; 29/  and 

3.  direct  the  IRS  to  provide  assistance  to  states  or 
groups  of  states  in  conducting  pricing  studies  of 
mutual  interest  to  the  states  and  the  IRS. 


H.   IRS  Audit  Activity 

The  federal  government  would  increase  its  resources  de- 
voted to  international  enforcement  issues . 30/ 

I,   Joint  Study 

The  Treasury,  Internal  Revenue  Service,  and  qualified 
states  would  conduct  a  study  of  the  Section  482  regulations 
and  related  provisions  to  make  them  better  instruments  for 
determining  tax  avoidance  and  evasion.  The  study  should 
include  the  circumstances  under  which  use  of  apportionment 
formulas  and/or  arm's-length  prices  are  appropriate. 

J.   Qualification  of  Federal  Assistance 

The  benefits  extended  to  qualified  states  pursuant  to 

Cominon  Elements  D(4),  F,  and  G(l)  of  this  section  shall  be 

available  only  with  respect  to  those  taxpayers  not  filing  on 
a  worldwide  unitary  basis. 
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FOREIGN  DIVIDENDS  ISSUE  IN  OPTIONS  TWO  THROUGH  SIX 


The  most  significant  difference  between  Options  Two  and  Three 
(State) ,  Options  Four  and  Five  (Business) ,  and  Option  Six  is  the 
treatment  of  dividends  received  by  a  U.S.  corporation  from  a  for- 
eign subsidiary.  Under  the  worldwide  unitary  method,  dividends 
paid  by  one  corporation  to  another  within  the  unitary  business 
group  are  eliminated  as  intercorporate  transactions.  That  is, 
the  income  earned  by  each  corporation  is  combined  with  that  of 
its  affiliates  to  determine  the  taxable  income  of  the  unitary 
group,  but  intercorporate  dividends  are  ignored. 

Under  separate  accounting,  in  contrast,  intercorporate  divi- 
dends are  recognized  explicitly  as  a  flow  of  income  from  the 
dividend-paying  corporation  to  the  dividend-receiving  corpora- 
tion. A  water's  edge  limitation  on  the  unitary  method  (as  de- 
fined in  (A))  would  rely  on  the  separate  entity  status  of  related 
domestic  and  foreign  corporations,  even  if  they  are  part  of  a 
unitary  business.  Adoption  of  a  water's  edge  limitation  there- 
fore gives  rise  to  the  following  issue:  how  should  dividends 
received  by  a  U.S.  corporation  from  a  foreign  corporation  be 
treated  for  state  tax  purposes? 

As  mentioned  above,  the  Task  Force  was  unable  to  agree  on  the 
foreign  dividends  issue  and  referred  Options  Two  through  Six  to 
the  Working  Group  for  consideration  and  decision.  Many  members 
of  the  Task  Force  and  Working  Group  believe  that  an  acceptable 
resolution  of  the  foreign  dividends  issue  is  an  essential  pre- 
condition of  the  adoption  by  the  Working  Group  of  the  Common  Ele- 
ments of  Options  Two  through  Six  described  above  in  sections  A 
through  I.  Generally  speaking.  Options  Two  and  Three  (State) 
would  include  foreign  dividends  in  the  state  tax  base  and  Option 
Four  (Business)  would  exempt  most  or  all  of  the  dividends  from 
state  taxation.  Option  Five  (Business)  is  complex  in  operation; 
it  has  the  effect  of  apportioning  some  part  of  foreign  dividends 
to  the  states'  tax  base  when  foreign  operations  are  more  profit- 
able than  activities  within  the  United  States.  In  contrast  to 
the  other  options.  Option  Six  (ACIR)  does  not  prescribe  a  spe- 
cific tax  treatment  of  foreign  dividends.  Rather,  it  suggests  a 
principle  of  nondiscrimination;  foreign  dividends  would  be 
treated  on  a  parity  with  domestic  dividends. 


The  following  discussion  summarizes  the  respective  views  of 
the  state  and  business  members  of  the  Task  Force. 

State  Position 

The  state  representatives  on  the  Working  Group  believe 
that  states  have  and  should  retain  the  right  to  tax  dividends 
paid  to  U.S.  multinationals  by  their  foreign  subsidiaries  be- 
cause: 
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1.  Dividends  paid  by  foreign  corporations  to  any  other 
state  taxpayer,  whether  individual  or  unaffiliated 
business,  are  potentially  subject  to  state  income  tax. 
Exempting  foreign  source  dividends  from  state  taxation 
when  they  are  paid  to  a  U.S.  parent  corporation,  but 
not  when  they  are  paid  to  other  taxpayers,  would  be 
unfair  discrimination.  This  discrimination  would  be 
unfair  and  it  would  favor  foreign  investment  and  be 
detrimental  to  the  U.S.  economy. 

2.  National  level  income  taxation  is  concurrent  with,  not 
duplicative  of,  state  level  income  taxation.  Thus, 
the  federal  and  state  governments  both  tax  the  same 
incomes  of  individuals  and  businesses.  The  fact  that 
the  income  from  which  foreign  dividends  are  paid  may 
have  been  taxed  by  a  foreign  national  government  does 
not  produce  unacceptable  multiple  taxation  and  is  no 
reason  to  exempt  it  from  state  taxation. 

3.  Taxation  of  foreign  source  dividends  is  an  established 
and  recognized  state  tax  policy.  About  two-thirds  of 
the  states  include  at  least  some  foreign  source  divi- 
dends in  the  tax  base  of  the  recipient  U.S.  parent 
corporation.  Thus,  taxing  these  dividends  is  the  norm 
in  state  taxation. 

4.  Foreign  source  dividends  are  an  integral  part  of  the 
water's  edge  income  of  U.S. -based  multinational  cor- 
porations. The  federal  government  recognizes  this 
fact  by  including  them  in  the  U.S.  tax  base  for  all 
taxpayers.  Expenses  incurred  by  the  U.S.  parent 
company  for  capital,  management,  research  and  devel- 
opment, and  the  like  generate  income  from  foreign 
subsidiaries  as  well  as  domestic  ones.  Since  these 
expenses  are  deductible  for  state  tax  purposes,  the 
foreign  source  dividend  income  generated  by  those 
expenses  should  be  taxable. 

5.  Dividends,  particularly  in  the  foreign  context,  are 
often  surrogates  for  interest,  royalties,  management 
fees,  and  reductions  of  the  cost  of  goods  sold.  Thus, 
to  accurately  measure  income  and  prevent  accounting 
manipulations  to  avoid  taxation,  they  should  be 
treated  in  the  same  way  for  tax  purposes. 

6.  Taxing  purely  domestic  and  smaller  businesses  on  100 
percent  of  their  federal  income  tax  bases  while  exemp- 
ting a  substantial  part  of  the  federal  tax  bases  of 
multinationals  would  significantly  reduce  state  rev- 
enues and  increase  the  share  of  the  corporate  tax  bur- 
den carried  by  purely  domestic  and  smaller  business. 
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7.  State  income  taxes  are  not  unambiguously  "source- 
based."  The  U.S.  Supreme  Court  has  repeatedly  held 
that  the  income  of  a  unitary  business  cannot  be  geo- 
graphically "sourced."  That  is  why  all  45  income  tax 
states  use  formula  apportionment  to  "attribute,"  but 
not  to  "source"  income  among  the  states.  Foreign 
source  dividends  are  a  legitimate  part  of  the  tax  base 
to  be  apportioned  among  the  states. 

Business  Position 

The  business  representatives  on  the  Working  Group  dis- 
agree that  foreign  corporate  dividends  are  a  proper  subject 
of  state  taxation.  They  believe  that  these  dividends  should 
be  exempt  from  state  taxation  because: 

1.  Both  federal  and  many  state  laws  distinguish  between 
dividends  paid  to  a  corporation  (the  issue  before  the 
Working  Group)  and  dividends  which  are  paid  to  an  in- 
dividual shareholder.  To  prevent  income  that  is  not 
paid  as  dividends  to  individual  shareholders  from  be- 
ing subject  to  multiple  levels  of  corporate  taxation, 
both  federal  and  many  state  laws  allow  a  generous  de- 
duction for  dividends  received  by  one  U.S.  corporation 
from  another.  This  policy  is  followed  because  the 
operating  income  out  of  which  the  dividends  are  paid 
is  already  subject  to  federal  and  state  tax  when 
earned  by  the  dividend-paying  corporation.  In  con- 
trast, subjecting  foreign  source  dividends  to  state 
taxation  when  received  by  a  U.S.  corporation  would 
result  in  multiple  corporate  taxation  of  income  that 
remains  in  corporate  form  and  has  not  been  paid  to 
individual  shareholders.  The  income  out  of  which  the 
dividends  are  paid  has  been  taxed  in  the  foreign  ju- 
risdiction and  the  dividends  usually  have  borne  a 
withholding  tax  levied  at  source  by  the  foreign  juris- 
diction. 

2.  State  taxation  of  foreign  dividends  is  not  an  estab- 
lished norm.  More  than  half  of  the  states  provide  a 
subtantial  exemption  for  foreign  dividends.  There 
also  is  a  trend  by  state  legislatures  to  exclude 
foreign  dividends  as  well  as  domestic  dividends  from 
state  taxation. 

3.  Foreign  source  dividends  are  not  effectively  part  of 
the  federal  tax  base  for  all  taxpayers.  While  foreign 
source  dividend  income  is  included  in  a  U.S.  corpora- 
tion's taxable  income,  federal  law  allows  a  credit 
against  U.S.  tax  for  foreign  taxes  imposed  on  both  the 
dividends  and  the  underlying  corporate  income  out  of 
which  the  dividends  are  paid.   Frequently,  dividends 
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paid  by  a  foreign  corporation  bear  a  foreign  tax  in 
excess  of  the  combined  federal  and  state  rates  in  the 
United  States.  In  this  case,  to  avoid  double  taxa- 
tion, no  federal  income  tax  is  imposed  on  the  foreign 
dividend  income.  An  unreasonable  tax  burden  results 
if  the  states  do  not  follow  federal  practice  and 
exempt  these  dividends. 

4.  Foreign  source  dividends  should  not  be  considered  sur- 
rogates for  interest,  royalties,  or  management  fees, 
since  the  latter  items  are  generally  tax  deductible  in 
the  foreign  jurisdictions  and  subject  to  low  foreign 
withholding  taxes.  Foreign  source  dividends,  on  the 
other  hand,  are  distributions  of  earnings  generated 
abroad,  which  have  generally  been  taxed  at  rates  com- 
parable to  the  U.S.  statutory  rate.  Therefore,  for- 
eign source  dividends  should  not  be  treated  the  same 
as  other  categories  of  foreign  source  income. 

5.  Foreign  dividends  should  not  be  subject  to  taxation 
merely  to  raise  revenue  or  to  offset  perceived  revenue 
losses  from  not  taxing  foreign  income  under  the  world- 
wide unitary  method.  The  business  members  of  the 
Working  Group  have  indicated  the  willingness  of  the 
business  community  to  develop  alternative  non-dividend 
state  revenue  sources  from  business  income.  They  also 
have  agreed  in  Principle  Three  that  purely  domestic 
businesses  should  not  be  discriminated  against. 

6.  Unlike  the  federal  system  of  taxation,  which  is  based 
on  residence  or  place  of  incorporation,  state  corpo- 
rate tax  laws  are  based  on  source  or  location  of  in- 
come. Their  objective  is  to  tax  income  "sourced"  in 
or  "attributable"  to  a  particular  state.  Dividends 
paid  by  a  foreign  corporation  having  no  business  pre- 
sence in  a  state  and  out  of  income  earned  in  a  foreign 
country  should  be  beyond  the  pale  of  a  tax  system  de- 
signed to  tax  income  attributable  to  economic  activity 
occurring  in  that  state. 

7.  Taxation  of  foreign  corporate  dividends  interferes 
with  the  flow  of  investment  across  national  boundaries 
and  places  U.S. -based  business  at  a  clear-cut  disad- 
vantage in  competing  with  foreign  firms. 

Because  it  was  unable  to  resolve  the  foreign  dividends 
issue,  the  Task  Force  presented  the  Working  Group  with  five  op- 
tions. Two  of  the  proposals  were  offered  by  the  state  represen- 
tatives on  the  Task  Force  and  two  by  the  business  members;  the 
remaining  option  was  proposed  by  the  representative  of  the 
Advisory  Commission  on  Intergovernmental  Relations  (ACIR) . 
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OPTION  TWO  (STATE) ;   COMPREHENSIVE  WATER'S  EDGE  COMBINATION  WITH 


Description 


TAXATION  OF  FOREIGN  DIVIDENDS,  WITHOUT  THE 
GROSS-DP  OF  FOREIGN  TAXES  COMPUTED  FOR  THE 
FEDERAL  FOREIGN  TAX  CREDIT 


Includes  all  Common  Elements  plus  these  Additional  Elements 

1.  Prospective;  This  option  is  intended  to  operate  pro- 
spectively upon  adoption  by  each  state; 

2.  80/20  Corporations:  Any  U.S.  corporation  may  be 
treated  as  being  within  the  water's  edge,  regardless 
of  the  "source"  of  its  income  for  federal  tax  purposes 
or  the  location  of  its  business  activities; 

Tax  Havens:   A  tax  haven  would  be  defined  as  any 


4. 


country  which  either  does  not  impose  an  income  tax  or 
whose  income  tax  rate  is  less  than  90  percent  of  the 
U.S.  tax  rate; 

Use  of  Worldwide  Combination:  If,  in  the  future,  the 
United  States  Supreme  Court  or  the  highest  court  of 
any  state  rules  that  there  is  a  state  or  federal 
constitutional  right  for  a  group  of  corporations  to 
use  the  worldwide  unitary  method  or  any  method  which 
reaches  a  similar  result,  then  the  state  or  states  may 
require  the  use  of  the  worldwide  unitary  method; 

De  Minimus  Jurisdictional  Standard:  Public  Law  86-272 
would  be  amended  to  provide  that  any  corporation  which 
has  sales  assignable  to  a  state,  under  the  law  of  that 
state,  in  excess  of  $500,000  per  year  for  the  preced- 
ing two  years  shall  not  be  protected  by  that  law. 

Dividends:   All  dividends  would  be  subject  to  alloca- 


tion and  apportionment  for  state  tax  purposes. 

Functionally-related  dividends,  not  including  the 
gross-up  of  foreign  taxes  computed  for  the  federal 
foreign  tax  credit,  would  be  included  in  the  states' 
apportionment  base  without  adjustment  to  the  appor- 
tionment formula  for  any  portion  of  the  factors  of  the 
dividend-paying  corporation. 


Functionally-related 
those  which: 


dividends   are  presumed   to  be 


a)  are  received  from  a  subsidiary  of  which  the 
voting  stock  is  more  than  50  percent  owned  by 
members  of  the  unitary  group  and  which  engages 
in  the  same  general  line  of  business; 
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b)  are  received  from  any  corporation  which  is 
either  a  significant  source  of  supply  for  the 
unitary  business  or  a  significant  purchaser  of 
the  output  of  the  unitary  business,  or  which 
sells  a  significant  part  of  its  output  or  ob- 
tains a  significant  part  of  its  raw  materials 
or  input  from  the  unitary  business.  Signifi- 
cant means  an  amount  of  15  percent  or  more;  or 

c)  result  from  the  investment  of  working  capital 
or  some  other  purpose  in  furtherance  of  the 
unitary  business. 

Proponents'  Analysis 

By  limiting  the  unitary  method  to  the  water's  edge,  this  op- 
tion responds  to  the  complaints  of  foreign  governments  and  for- 
eign multinationals  and  protects  the  competitive  position  of  U.S. 
multinationals.  Far  from  placing  any  U.S.  multinational  at  a 
competitive  disadvantage,  this  option  treats  U.S.  and  foreign 
multinationals  identically.  By  providing  a  level  playing  field 
between  multinationals  and  purely  domestic  businesses  and  between 
U.S.  and  foreign  investment,  it  protects  the  competitive  position 
of  U.S.  business.  The  fact  that  this  option  may  mean  higher  or 
lower  tax  bills  for  some  individual  multinationals  is  irrelevant 
since,  according  to  the  revenue  analysis  made  by  the  states,  the 
aggregate  state  tax  base  is  smaller  than  under  worldwide  unitary 
combination.  In  fact,  according  to  that  analysis  by  the  states, 
most  multinationals  would  receive  tax  cuts  under  this  option. 
The  state  tax  base  under  this  option,  by  including  "80/20"  corpo- 
rations and  foreign  dividends,  is  at  least  coextensive  with  the 
federal  tax  base  providing  the  states  with  a  full  measure  of  pro- 
tection offered  by  federal  separate  accounting  audits.  The  in- 
clusion of  all  U.S.  corporations  in  the  water's  edge  base  is 
critical  to  this  result  because  the  IRS  does  not  normally  audit 
transactions  between  "80/20"  corporations  and  other  U.S.  affili- 
ates with  regards  to  transfer  prices  or  income  shifting  because 
all  the  income,  regardless  of  which  entity  reports  it,  is  includ- 
ed in  the  federal  tax  base.  In  this  regard,  "80/20"  corporations 
differ  significantly  from  foreign  corporations  which  include  only 
their  U.S.  "source"  income  in  reporting  to  the  IRS  and  therefore 
provide  an  IRS  interest  in  performing  transfer  price  or  income 
shifting  audits.  It  should  also  be  noted  that  including  an 
"80/20"  corporation's  income  in  the  water's  edge  combination  also 
requires  that  its  factors  be  included  in  the  apportionment  formu- 
la which  causes  a  portion  of  the  overall  income  to  be  assigned  to 
foreign  locations.  According  to  the  states'  analysis,  the  state 
tax  base  under  this  option  is  smaller  than  under  worldwide  uni- 
tary combination,  causing  a  shift  in  a  portion  of  the  state  cor- 
porate tax  burden  to  domestic  businesses  and  potentially  to 
individuals.   The  shift  is  less  than  in  Options  Four  and  Five  and 
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therefore  does  not  cause  as  dramatic  a  shift  in  burdens  between 
foreign  multinationals,  U.S.  multinationals,  and  wholly-domestic 
businesses . 


Opponents'  Analysis 

This  option  would  place  U.S.  business  at  a  competitive  dis- 
advantage in  the  world  economy.  By  fully  taxing  cash  dividends, 
it  would,  compared  to  worldwide  unitary,  increase  the  tax  liabil- 
ities for  many  U.S. -based  multinationals.  Even  for  those  U.S. 
corporations  whose  tax  liabilities  were  comparable  to  worldwide 
unitary  under  this  option,  competitive  harm  would  result  because 
their  foreign-based  counterparts  would  be  taxable  solely  on  their 
U.S.  operations.  The  U.S.  corporations,  in  contrast,  would  be 
taxable  on  both  their  U.S.  operations  as  well  as  their  foreign 
dividends.  The  basis  for  the  states'  assertion  that  the  state 
tax  base  under  this  option  would  be  smaller  than  under  worldwide 
unitary  is  unclear  and  unknown.  U.S.  corporations  with  more  than 
80  percent  of  their  real  economic  activity,  measured  by  payroll 
and  property,  are  essentially  foreign  and  should  be  outside  the 
water's  edge.  In  the  obverse  situation,  a  foreign  corporation 
with  more  than  80  percent  of  its  payroll  and  property  outside  the 
United  States  would,  under  one  of  the  threshold  tests,  be  con- 
sidered outside  the  water's  edge.  It  would  be  unreasonable  and 
unfair  to  discriminate  against  U.S.  corporations  operating  pri- 
marily abroad  solely  on  the  basis  of  place  of  incorporation. 
Federal  law  recognizes  that  "80/20"  corporations  are  essentially 
foreign  by  treating  their  income  as  foreign  source.  Thus,  the 
state  tax  base  under  this  option  would  include  income  that  even 
federal  law  considers  outside  the  water's  edge.  Although  the 
federal  definition  of  an  "80/20"  corporation  is  based  on  the 
source  of  income,  rather  than  the  location  of  economic  activity, 
a  corporation  with  more  than  80  percent  of  its  payroll  and  prop- 
erty outside  the  United  States  probably  would  also  qualify  as  an 
"80/20"  corporation  for  federal  purposes.  Precisely  because  of 
the  eligibility  of  their  income  for  a  foreign  tax  credit,  as  well 
as  the  need  to  monitor  losses  of  "80/20"  corporations  that  would 
offset  the  income  of  other  affiliates  if  an  "80/20"  corporation 
elects  to  join  in  a  consolidated  return,  transactions  between 
"80/20"  corporations  and  other  U.S.  and  foreign  affiliates  al- 
ready receive  close  scrutiny  from  the  IRS.  This  examination  can 
be  expected  to  increase  under  the  full  accountability  and  federal 
compliance  measures  that  are  part  of  this  option. 
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OPTION  THREE  (STATE);   COMPREHENSIVE  WATER'S  EDGE  COMBINATION 

WITH  TAXATION  OF  FOREIGN  DIVIDENDS r  WITH 
FACTOR  RELIEF  AND  WITH  THE  GROSS-OP  OF 
FOREIGN  TAXES  COMPUTED  FOR  THE  FEDERAL 
FOREIGN  TAX  CREDIT 

Description 

Includes  all  Common  Elements  and  Additional  Elanents  #l-#5  of 
Option  Two  and  replaces  Additional  Element  #6  of  Option  Two  with 
the  following: 

Dividends;  All  dividends  would  be  subject  to  allocation 
and  apportionment  for  state  tax  purposes.  Functionally- 
related  pre-tax  dividends,  including  the  gross-up  of  for- 
eign taxes  computed  for  purposes  of  the  federal  foreign 
tax  credit,  would  be  apportioned  on  the  basis  of  the  fac- 
tors of  the  combined  group  plus  a  pro-rata  portion  of  the 
factors  of  the  dividend  paying  corporations.  The  pro-rata 
portion  of  each  payor's  factors  to  be  included  in  the  for- 
mula would  be  determined  by  multiplying  the  factors  of  the 
dividend-paying  corporation  by  a  fraction,  the  numerator 
of  which  would  be  the  dividends,  including  any  gross-up  of 
foreign  taxes,  paid  to  the  group  for  the  tax  year  and  the 
denominator  of  which  would  be  the  pre-tax  income  of  the 
dividend  paying  corporation  for  that  year,  provided  that 
the  resulting  fraction  does  not  exceed  the  percentage  of 
ownership  of  the  stock  of  the  paying  corporation  by  the 
payee  corporation. 

Functionally-related  dividends  are  presumed  to  be  those 
which : 

a)  are  received  from  a  subsidiary  of  which  the  voting 
stock  is  more  than  50  percent  owned  by  members  of 
the  unitary  group  and  which  engages  in  the  same 
general  line  of  business; 

b)  are  received  from  any  corporation  which  is  either 
a  significant  source  of  supply  for  the  unitary 
business  or  a  significant  purchaser  of  the  output 
of  the  unitary  business,  or  which  sells  a 
significant  part  of  its  output  or  obtains  a  sig- 
nificant part  of  its  raw  materials  or  input  from 
the  unitary  business.  Significant  means  an  amount 
of  15  percent  or  more;  or 

c)  are  from  the  investment  of  working  capital  or  some 
other  purpose  in  furtherance  of  the  unitary 
business . 
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Proponents'  Analysis 

This  option  is  identical  to  Option  Two  except  that,  instead 
of  taxing  cash  dividends  in  full.  Option  Three  would  tax  only  a 
portion  of  pretax  ("grossed  up")  foreign  dividends.  By  limiting 
the  unitary  apportionment  method  to  the  water's  edge,  this  option 
also  resolves  the  complaints  of  foreign  governments  and  foreign 
multinationals  and  it  protects  the  competitive  position  of  U.S. 
multinationals.  Rather  than  putting  U.S.  business  at  a  competi- 
tive disadvantage,  this  option  treats  U.S.  and  foreign  multina- 
tionals identically.  By  providing  a  level  playing  field  between 
multinationals  and  purely  domestic  businesses  and  between  U.S. 
and  foreign  investment,  it  protects  the  competitive  position  of 
U.S.  business.  The  fact  that  this  option  may  mean  higher  or 
lower  tax  bills  for  some  individual  multinationals  is  irrelevant 
since,  according  to  the  states'  revenue  analysis,  the  aggregate 
state  tax  base  is  smaller  than  under  worldwide  unitary  combina- 
tion. Thus,  most  multinationals  would  receive  tax  cuts  under 
this  option.  While  the  two  options  would  have  different  effects 
on  particular  U.S.  multinationals,  the  aggregate  effect  on  state 
tax  bases  and  on  the  relative  share  of  the  tax  burden  carried  by 
purely  domestic  and  smaller  businesses  probably  would  be  substan- 
tially similar.  It  is  misleading  to  claim  that  this  option  would 
tax  income  multinationals  can  never  receive.  That  is  like  saying 
that  state  and  federal  taxation  of  the  same  domestic  income  means 
the  states  are  taxing  income  taxpayers  never  see.  In  fact,  na- 
tional level  and  state  level  taxation  are  concurrent,  not  dupli- 
cative. The  states  generally  tax  the  pre-federal  tax  income  of 
all  taxpayers.  Providing  a  special  exemption  for  dividends  re- 
ceived by  U.S.  multinationals  from  foreign  subsidiaries  would 
favor  foreign  over  U.S.  investment.  Option  Three  responds  to  the 
desires  of  some  U.S.  multinationals  for  "factor  relief"  for  divi- 
dends. Since  factor  adjustment  looks  behind  the  dividends  to  the 
underlying  economic  activity,  the  income  subject  to  factor  ad- 
justment should  be  the  underlying  ("pretax")  income.  This  option 
would  require  audit  techniques  substantially  similar  to  those  re- 
quired under  worldwide  unitary  combination  to  measure  and  verify 
the  factor  adjustments.  Thus,  compared  to  Option  Two,  this  op- 
tion requires  significant  additional  complexity  for  state  revenue 
officials  and  taxpayers. 

Opponents'  Analysis 

Like  Option  Two,  this  option  would,  compared  to  worldwide 
unitary,  place  U.S.  business  at  a  competitive  disadvantage  in  the 
international  economy.  The  reasons  are  similar  to  those  present- 
ed in  connection  with  the  opponents'  analysis  of  Option  Two  and 
are  not  repeated  here.  The  essential  source  of  the  competitive 
disadvantage  is  that  U.S.  business  would  be  taxed  on  both  its 
U.S.  operations  and  foreign  dividends,  while  foreign  business 
would  be  taxed  only  on  its  U.S.  operations.   By  subjecting 
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grossed-up  or  pre-tax  foreign  dividends  to  taxation,  U.S.  corpo- 
rations would  be  subject  to  state  tax  on  "income"  they  can  never 
receive.  That  is,  income  earned  by  a  foreign  corporation,  but 
paid  as  taxes  to  a  foreign  government,  would  be  included  in  the 
states'  tax  base.  Since  the  foreign  dividend  would  be  appor- 
tioned on  a  pre-tax  basis,  taxpayers  with  operations  in  high-tax 
foreign  countries  may  be  subject  to  tax  on  an  amount  exceeding 
100  percent  of  their  cash  dividend  income.  The  "factor  relief" 
offered  by  this  option  is  illusory  since  some  taxpayers  would 
face  substantially  higher  tax  liabilities  than  under  worldwide 
unitary.  As  under  Option  Two,  all  the  analysis  done  by  the  par- 
ticipating Task  Force  corporations  shows  that,  compared  to  world- 
wide unitary,  a  substantial  increase  in  state  tax  liability  would 
result  from  the  full  taxation  of  foreign  dividends.  Even  those 
corporations  with  tax  liabilities  comparable  to  worldwide  unitary 
would  be  at  a  disadvantage  in  competing  with  foreign  firms 
taxable  solely  on  their  U.S.  operations. 
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OPTION  FOUR  (BUSINESS);   MODIFIED  WATER'S  EDGE  COMBINATION  WITH 

EXCLUSION  OF  FOREIGN  DIVIDENDS 

Description 

Includes  all  Common  Elements  plus  these  Additional  Elements, 


1.  Retroactivity:  The  Working  Group  would,  at  the  very 
least,  include  a  recommendation  for  a  settlement  of 
retroactive  claims  under  the  option; 

2.  80/20  Corporations;  Any  U.S.  corporation  with  more 
than  80  percent  of  its  business  activities  (payroll 
and  property)  outside  the  United  States  would  be  ex- 
cluded from  the  water's  edge  combined  group; 


3.  Tax  Havens;  A  tax  haven  would  be  defined  as  any 
country  which  either  does  not  impose  an  income  tax  or 
whose  income  tax  rate  is  less  than  65  percent  of  the 
U.S.  tax  rate; 

4.  Dividends;  Dividends  from  a  corporation  at  least  80 
percent  of  whose  shares  are  owned  by  the  taxpayer 
would  be  exempt  from  state  taxation  while  15  percent 
of  dividends  from  corporations  less  than  80  percent 
owned  by  the  taxpayer  would  be  included  in  the  states' 
tax  base. 


Proponents'  Analysis 

This  option  would  protect  the  competitive  position  of  U.S. 
business  by  treating  U.S.-  and  foreign-based  business  in  a  simi- 
lar manner;  each  would  be  subject  to  state  taxation  on  their  U.S. 
operations.  Like  federal  law,  it  recognizes  that  U.S.  corpora- 
tions with  m.ore  than  80  percent  of  their  activities  outside  the 
United  States  are  essentially  foreign  corporations  and  should  be 
outside  the  water's  edge.  As  noted  above,  the  IRS  monitors  the 
activities  of  "80/20"  corporations  as  closely  as  it  does  those  of 
foreign  incorporated  entities.  The  dividends  exclusion  would 
treat  domestic  and  foreign  dividends  uniformly  and  in  a  manner 
comparable  to  federal  law.  This  option  also  would  treat  inter- 
corporate dividends  in  a  manner  similar  to  the  recently-passed 
Illinois  law.  The  exclusion  for  foreign  dividends  insures  that 
income  that  has  already  borne  foreign  income  tax 
subject  to  duplicative  taxation  at  the  state  level, 
tivity  provision  should  appeal  both  to  taxpayers  and 
trators  as  offering  a  voluntary  recommendation  for 
backlog  of  unresolved  tax  claims. 


will  not  be 
The  retroac- 
tax  adminis- 
settling  the 
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Opponents'  Analysis 

By  exempting  foreign  dividends  and  excluding  U.S.  corpora- 
tions such  as  "80/20"  corporations  from  the  water's  edge  combi- 
nation, this  option  would  substantially  shift  the  relative 
corporate  tax  burden  to  smaller  companies  and  to  other  purely 
domestic  businesses.  Compared  to  worldwide  unitary,  it  would, 
according  to  the  revenue  analysis  of  the  states,  substantially 
reduce  state  revenue  bases.  This  option  would  not  protect  the 
competitive  position  of  U.S.  business.  It  would  discriminate 
against  most  U.S.  businesses  (non-multinationals)  and  would 
subsidize  foreign  over  domestic  investment.  As  explained  in  the 
Proponents'  Analysis  of  Option  Two,  inclusion  of  "80/20"  corpora- 
tions is  critical  to  the  protection  of  the  state  tax  base.  This 
option  does  not  treat  foreign  dividends  in  a  manner  "comparable 
to  federal  law."  It  differs  in  that  while  an  exemption  from  tax- 
ation is  provided  for  domestic  dividends,  foreign  dividends  are 
included  in  the  federal  tax  base.  The  foreign  tax  credit  associ- 
ated with  those  foreign  dividends  is  intended  to  alleviate  double 
taxationin  an  international  context.  Once  that  problem  has  been 
addressed  at  that  level,  there  is  no  need  for  further  action  at 
the  state  level.  Suggesting  retroactive  application  of  this  op- 
tion would  increase  several  fold  the  state  revenue  losses,  there- 
by disrupting  state  budgetary  processes  and  would  discriminate 
between  individual  taxpayers  on  the  basis  of  their  audit  status 
and  the  number  of  years  open  for  adjustment. 
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OPTION  FIVE  (BUSINESS);   MODIFIED  WATER'S  EDGE  COMBINATION  WITH 

SPECIAL  "FOREIGN  INCOME"  RULE 


Description 

Includes  all  Common  Elements  and  Additional  Elements  #l-#3  of 
Option  Four  and  replaces  Additional  Element  #4  of  Option  Four 
with  the  following: 

Special  Foreign  Income  Rule:  This  option  would  provide  a 
special  rule  for  income  received  from  foreign  affiliates 
(dividends,  interest,  royalties,  etc.)  and  for  the  taxable 
income  of  U.S.  corporations  having  more  than  80  percent  of 
their  payroll  and  property  outside  the  United  States  and 
its  possessions  (referred  to  as  80/20  companies).  The 
taxable  income  of  the  combined  water's  edge  group  (similar 
to  that  determined  under  line  30  of  the  federal  corporate 
tax  return)  would  be  reduced  by  a  "foreign  income  compo- 
nent" consisting  of  dividends,  interest,  royalties,  etc., 
received  from  foreign  affiliates  as  well  as  the  net  income 
(or  loss)  from  U.S.  corporations  having  more  than  80  per- 
cent of  their  payroll  and  property  outside  the  United 
States.  This  would  establish  a  threshold  or  minimum  level 
of  "U.S.  source"  income  to  be  taxed  on  an  apportioned 
basis  among  the  states. 

Depending  on  whether  the  "foreign  income  component"  meets 
the  following  tests,  it  also  may  enter  the  states'  tax 
base.  First,  the  "U.S.  source"  income,  determined  above, 
would  be  reduced  to  an  after-tax  amount  by  subtracting 
U.S.  federal  income  taxes  deemed  paid.  Similarly,  the 
"foreign  income  component"  would  be  reduced  to  an  after- 
tax amount  and  combined  with  its  domestic  counterpart  to 
determine  worldwide  income,  after  tax.  This  worldwide 
after-tax  income  would  be  apportioned  to  the  United  States 
on  the  basis  of  the  combined  group's  U.S.  business  activ- 
ity relative  to  its  worldwide  activities.  The  worldwide 
activities  would  include  the  "80/20"  companies  plus  a  pro- 
rata portion  of  the  activities  of  the  dividend-paying  for- 
eign affiliates.  If  the  amount  of  worldwide  after-tax 
income  apportioned  to  the  United  States  is  greater  than 
the  after-tax  amount  of  "U.S.  source"  income,  the  incre- 
ment would  be  added  to  the  threshold  level  of  pre-tax 
"U.S.  source"  income  to  arrive  at  the  income  subject  to 
state  taxation. 


Proponents'  Analysis 

Like  Option  Four,  this  option  would  protect  the  competitive 
posture  of  U.S.  business  by  keeping  U.S.  corporations  with  pre- 
dominantly,  or   exclusively,   foreign   operations   outside   the 
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water's  edge  and  by  providing  a  special  rule  for  income  received 
from  foreign  affiliates.  By  treating  foreign  income  on  an  after- 
tax basis,  it  recognizes  that  income  paid  in  taxes  to  a  foreign 
government  is  not  a  legitimate  part  of  the  states'  tax  base. 
Still,  it  recognizes  the  revenue  concerns  of  the  states  by  in- 
cluding an  after-tax  foreign  income  component  in  the  states'  tax 
base.  Option  Five  would  result  in  a  geographical  apportionment 
of  both  the  foreign  and  U.S.  source  combined  dividend  and  oper- 
ating income  similar  to  that  obtained  using  the  worldwide  unitary 
method  of  apportionment  on  the  after-tax  income  of  the  dividend- 
paying  members  of  the  affiliated  group.  It  would  ensure  the 
states'  share  in  the  benefits  of  operations  if  more  profitable 
abroad,  but  unlike  worldwide  unitary,  it  would  protect  the  states 
from  any  erosion  of  the  domestic  tax  base  when  the  foreign  opera- 
tions prove  less  profitable  than  activities  within  the  United 
States . 


Opponents'  Analysis 

This  option  is  identical  to  Option  Four  except  that,  instead 
of  excluding  "80/20"  subsidiaries  and  foreign  dividends  directly, 
the  overwhelming  amount  of  this  income  as  well  as  interest,  roy- 
alties, and  other  income  received  from  foreign  affiliates,  would 
be  exempted  by  a  complex  formula.  This  option  would  not  protect 
the  competitive  position  of  U.S.  business.  In  fact,  it  discrim- 
inates against  most  U.S.  business  (non-multinationals)  and  sub- 
sidizes foreign  over  domestic  investment.  Only  in  those  situa- 
tions in  which  after-tax  foreign  income,  as  determined  under 
separate  accounting,  is  greater  per  factor  (sales,  investment, 
and  payroll)  than  after-tax  domestic  income,  similarly  deter- 
mined, would  this  option  yield  more  state  revenue  than  Option 
Four.  This  would  be  the  small  number  of  cases  in  which  the  com- 
plex formula  allows  states  to  apportion  income  on  a  water's  edge 
basis  only  when  after-tax  foreign  profits  per  factor  (as  deter- 
mined by  the  questionable  separate  accounting  method)  are  higher 
than  those  earned  in  the  U.S.,  an  obvious  case  of  inequity.  This 
option  does  not  recognize  the  revenue  concerns  of  the  states. 
According  to  the  states'  analysis,  the  revenue  loss  and  shift  un- 
der this  option  is  close  to  that  under  Option  Four.  Like  Option 
Three,  this  option  would  require  state  audit  efforts  similar  to 
those  required  by  worldwide  unitary  combination. 
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OPTION  SIX  (ACIR);   COMPREHENSIVE  WATER'S  EDGE  COMBINATION  WITH 

"NONDISCRIMINATORY"  TREATMENT  OF  INTERCORPO- 
RATE DIVIDENDS 

Description 

Includes  all  Common  Elements  and  Additional  Elements  #l-#5  of 
Option  Two  and  replaces  Additional  Element  #6  of  Option  Two  with 
the  following: 

Dividends;  Under  this  option,  states  would  pursue  a  non- 
discriminatory policy  with  respect  to  the  taxation  of 
foreign  and  domestic  dividends.  That  is,  each  state  would 
seek  parity  in  the  tax  treatment  of  foreign  and  domestic 
dividends  received  by  U.S.  corporations. 

Proponents'  Analysis 

This  option  would  articulate  a  principle  of  nondiscriminatory 
state  tax  treatment  of  dividends  paid  by  domestic  and  foreign 
corporations.  States  would  pursue  their  own  vision  of  fiscal 
sovereignty  and  the  current  range  of  diversity  in  state  tax  prac- 
tice would  be  respected,  provided  it  is  exercised  in  a  nondis- 
criminatory manner.  Since  this  option  does  not  compel  a  single 
dividend  formula,  state  tax  officials  would  be  left  free  to  work 
with  the  business  community  and  other  taxpayers  in  developing  a 
rule  tailored  to  the  needs,  goals,  and  objectives  of  the  partic- 
ular state.  This  option  is  not  likely  to  be  completely  satisfac- 
tory to  those  on  either  side  of  this  issue.  It  simply  sets  forth 
a  general  principle,  but  it  does  not  chart  a  specific  way  to  ob- 
tain the  goal  of  parity.  Depending  on  how  each  state  decides  to 
treat  intercorporate  dividends,  this  option  could  have  differing 
effects  on  state  tax  bases  and  revenues,  and  on  taxpayers. 

Opponents'  Analysis 

Depending  on  how  the  individual  states  implemented  the  non- 
discriminatory policy,  this  option  could  adversely  affect  the 
competitive  position  of  U.S.  industry.  Because  it  does  not 
specify  a  level  of  dividend  taxation,  there  is  no  assurance  that 
a  rule  similar  to  the  nondiscriminatory  treatment  suggested  in 
Option  Four,  or  adopted  by  Illinois,  will  be  chosen.  Rather, 
states  may  respond  to  revenue  concerns  by  taxing  all  dividends, 
foreign  and  domestic.  This  would  mean  higher  taxes  on  U.S. -based 
multinationals,  even  compared  to  worldwide  unitary.  To  the  ex- 
tent that  state  taxes  on  all  intercorporate  dividends,  domestic 
and  foreign,  were  increased,  it  would  result  in  higher  taxes  for 
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U.S.  business  generally,  not  just  those  firms  with  foreign  opera- 
tions. Conversely,  to  the  extent  business  is  successful  in 
having  parity  legislated  at  the  lower  end  of  the  spectrum,  state 
revenues  would  suffer. 
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FOOTNOTES  TO  COMMON  ELEMENTS  OF  WATER'S  EDGE  OPTIONS  TWO  -  SIX 


1/  Relationship  of  Entities.  Water's  edge  combination  would  be 
limited  to  those  corporations  which  are  part  of  the  unitary 
business  as  determined  pursuant  to  the  decisions  of  the 
United  States  Supreme  Court  and  the  state  courts  plus  the 
Tax  Haven  corporations  as  defined  in  footnote  2  below. 

2/  Certain  Tax  Haven  Corporations.  A  tax  haven  shall  be  de- 
fined as  any  country  which  either  does  not  impose  an  income 
tax  or  the  income  tax  rate  of  which  is  less  than  some  per- 
centage of  the  U.S.  tax  rate.  A  corporation  with  activities 
in  or  incorporated  in  a  tax  haven  shall  be  treated  as  being 
within  the  water's  edge  if:  (1)  50  percent  or  more  of 
either  its  sales,  purchases,  income,  or  expenses,  exclusive 
of  payments  for  intangible  property,  or  80  percent  of  all 
expenses,  are  made  directly  or  indirectly  to  one  or  more 
members  of  a  water's  edge  group;  or  (2)  the  corporation  per- 
forms no  significant  economic  activity,  e.g.  the  assignment 
of  income  under  a  contract  to  a  corporation  which  does  not 
perform  any  services  under  the  contract.  It  shall  be  pre- 
sumed that  such  a  corporation  is  part  of  the  combinable  uni- 
tary group;  this  presumption  may  be  overcome  only  by  a 
showing  that  no  significant  business  or  economic  inter- 
dependence exists  or  that  common  ownership  does  not  exist. 

3/  Foreign  corporations  included  within  the  water's  edge  are 
those  which  have  either  more  than  20  percent  of  their  aver- 
age payroll,  property,  and  sales;  or  at  least  $10  million  of 
payroll  and/or  property  and/or  sales  and/or  purchases  as- 
signable to  a  location  in  the  United  States  pursuant  to  the 
law  of  the  taxing  state.  A  foreign  corporation  which  does 
not  have  taxable  nexus  in  any  state  would  not  have  its  prop- 
erty, payroll,  and  sales  or  purchases  assigned  to  any  state 
and  therefore  would  not  be  included  in  a  water's  edge  group. 
Even  a  foreign  corporation  which  is  taxable  within  a  state 
would  not  be  included  in  a  water's  edge  group  unless  its  ac- 
tivities met  one  of  the  two  threshold  tests  in  this  footnote 
or  was  a  tax  haven  corporation  as  defined  in  footnote  2. 

4/  A  "qualified"  state  is  any  state  that  does  not  require  the 
use  of  the  worldwide  unitary  method  of  taxation,  except  as 
specifically  authorized  in  section  (C) . 

5/  Consents .  As  a  condition  of  being  allowed  to  exclude  the 
income  and  activities  of  unitary  affiliates  which  are  incor- 
porated in  a  foreign  country  and  engaged  in  activities  pri- 
marily without  the  U.S.,  its  territories,  or  possessions, 
the  taxpayer  shall  file  with  its  state  tax  return  a  consent 
to  the  taking  of  depositions  from  key  domestic  corporate 
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individuals  and  the  acceptance  of  subpoenas  duces  tecum  with 
reasonable  production  of  documents  within  the  taxing  juris- 
diction. This  consent  is  limited  to  that  information  neces- 
sary to  review  or  adjust  income  or  deductions  in  a  manner 
authorized  under  Sections  482  and  861,  Subpart  F,  or  similar 
provisions  of  the  Internal  Revenue  Code  (Code)  and  the  regu- 
lations adopted  pursuant  thereto  and  an  inquiry  regarding 
any  unitary  businesses  in  which  the  taxpayer  may  be 
involved . 

6_/  Presumptions.  If  a  taxpayer  fails  to  disclose  the  name  of  a 
~  corporation  or  its  data  pursuant  to  the  disclosure  require- 
ments of  Section  (D) ,  this  shall  create  a  presumption  that 
such  excluded  corporation  is  engaged  in  a  unitary  business 
with  the  taxpayer.  If  a  taxpayer  fails  to  comply  with 
reasonable  requests  for  information  concerning  itself  or  its 
relations  with  controlled  affiliates  necessary  to  perform  an 
audit  similar  in  manner  to  those  authorized  under  Sections 
482  and  861,  Subpart  F,  or  similar  provision  of  the  Code  and 
regulations  adopted  pursuant  thereto,  this  shall  create  a 
presumption  that  the  taxpayer  and  any  such  affiliates  are 
engaged  in  a  unitary  business. 

7/  Burden  of  Proof.  The  taxpayer  has  the  burden  of  refuting  a 
qualified  state's  determination  that  a  water's  edge  unitary 
business  exists.  This  requirement  shall  only  apply  to  an 
entity  within  the  water's  edge  combination. 

8/  Relevance  of  Results  of  Actions  in  Other  States.  A  state, 
at  its  option,  may  introduce  into  evidence  the  record  of  any 
final  court  determination  in  another  state  involving  the 
same  taxpayer  or  unitary  business. 

9/  TEFRA  Provisions.  Language  similar  to  Section  6038  of  the 
Code  as  amended  by  TEFRA  would  be  enacted  providing  for 
fixed-dollar  penalties  for  failure  to  supply  information, 
pursuant  to  an  administrative  request  during  an  audit,  con- 
cerning transactions  between  possible  members  of  a  unitary 

group  and  a  foreign  corporation  more  than  50  percent  of  the 
stock  of  which  is  owned  or  controlled  by  the  potential  uni- 
tary business. 

Language  similar  to  Section  982  of  the  Code  would  be  enacted 
providing  that  failure  to  supply  requested  documentation  or 
information  pursuant  to  a  formal  document  request  may  give 
rise  to  a  court  order  excluding  the  subsequent  introduction 
of  such  material  by  the  taxpayer. 

10/  Admissibil i ty .  Tax  information  pertaining  to  the  examina- 
tion of  multinational  operations,  including  underlying  data, 
obtained  from  the  Internal  Revenue  Service  or  a  foreign 
government  would  be  admissible  into  evidence  without  being 
contested  as  to  relevancy. 
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11/  Pi  scovery.  The  use  of  the  unitary  method  on  a  worldwide 
basis  would  ,be  specifically  retained  as  a  remedy  against 
corporate  taxpayers  who  fail  to  comply  fully  with  all 
reasonable  discovery  efforts  directed  to  the  obtaining  or 
ascertaining  information  necessary  to  adjust  income  or 
deductions  in  a  manner  authorized  under  Sections  482  and 
861,  Subpart  F,  or  similar  provisions  of  the  Code  and  the 
regulations  adopted  pursuant  thereto. 

12/  When  a  state  shows  that  separate  accounting  under  an  arm's- 
length  standard,  after  the  reasonable  adjustment  of  transfer 
prices  and  royalty  rates  and  the  allocation  of  common  expen- 
ses and  similar  items,  fails  to  prevent  the  evasion  of  taxes 
or  does  not  clearly  reflect  income. 

13/  The  government  of  a  foreign  parent,  through  a  treaty,  does 
not  allow  the  qualified  states  access  to  all  information 
obtained  by  the  IRS  pursuant  to  a  tax  treaty,  or,  except  for 
military  or  defense  secrets,  its  national  or  local  law  pro- 
hibits the  IRS  or  the  states  access  to  reasonable  relevant 
tax  information,  which  is  not  otherwise  provided  by  the  tax- 
payer within  a  reasonable  period  of  time. 

14/  Federal  Filing.  A  federal  law  would  be  enacted  which  re- 
quires  the  filing,  in  appropriate  circumstances,  of  such 
information  as  is  prescribed  by  regulations  in  order  to  dis- 
close fully  the  tax  liability,  and  the  method  of  its  calcu- 
lation, reported  to  each  state.  The  failure  to  file  this 
information  will  be  subject  to  monetary  penalties  identical 
to  those  contained  in  Section  6038  of  the  Code  applicable  to 
controlled  foreign  corporations. 

15/  Filing  Requirements.  This  information  would  be  provided  on 
a  domestic  disclosure  spreadsheet  (see  Annex  E  for  sample 
instructions  and  spreadsheet)  and  would  be  filed  by  or  on 
behalf  of  any  corporation  required  to  file  a  U.S.  tax  return 
which,  together  with  its  related  corporations,  either  has 
(i)  in  excess  of  $1  million  of  payroll,  property,  or  sales 
in  a  foreign  country  or  (ii)  has  at  least  $250  million  in 
assets.  (Either  threshold  may  be  increased  by  regulations.) 
Two  corporations  are  related  if  more  than  50  percent  of  the 
voting  stock  of  one  company  is  directly  or  indirectly  owned 
or  controlled  by  the  other  or  if  more  than  50  percent  of  the 
voting  stock  of  both  is  directly  or  indirectly  owned  or 
controlled  by  the  same  interest. 

The  following  items  of  information  would  be  filed  with  the 
domestic  disclosure  spreadsheet,  to  the  extent  not  otherwise 
filed  with  the  federal  return. 

a.  A  list  of  the  corporate  parent  and  the  affiliates 
of  which  more  than  20  percent  of  the  voting  stock 
is  directly  or  indirectly  owned  or  controlled  by 
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the  parent,  their  FEIN  numbers  if  available,  the 
country  in  which  each  corporation  is  incorporated, 
and  the  percentage  of  ownership.  "Affiliates"  is 
meant  to  include  all  of  a  parent  company's  direct 
or  indirect  subsidiaries.  With  regard  to  foreign 
countries,  only  the  foreign  subsidiaries  directly 
or  indirectly  owned  by  the  U.S.  corporation  would 
be  included. 

b.  Page  1  (or  Schedule  A  of  the  consolidated  federal 
corporate  income  tax  return)  and  Schedule  L  of 
federal  form  1120  (income  statements  and  balance 
sheets)  of  all  corporations  whose  income  is  in- 
cluded in  the  income  base  of  a  reportable  state. 

16/  Receipt  and  Review.  The  spreadsheet  would  be  received  and 
reviewed  for  completeness  by  the  IRS.  Completeness  means 
that  the  proper  supporting  statements  and  attachments  are 
included.  The  accuracy  of  any  information  on  the  spread- 
sheet would  be  determined  by  state  tax  officials  and  subject 
to  state  tax  penalties  only  in  the  case  of  significant  er- 
ror. Accuracy  means  that  the  information  reported  on  the 
state  tax  returns  is  the  same  as  on  the  spreadsheet  and 
supporting  statements. 

17/  Access  to  Information.  All  of  the  information  filed  pursu- 
ant to  (1)  will  be  available  to  qualified  states,  "common 
agencies,"  and  a  "designated  agency"  through  information- 
sharing  agreements  with  the  IRS.  A  "qualified  state"  is  any 
state  that  does  not  require  the  use  of  the  worldwide  unitary 
method  of  taxation  except  as  specifically  authorized  in  Sec- 
tion (C)  .  A  "qualified  state"  is  not  entitled  to  receive 
any  of  the  above  described  information  with  respect  to 
taxpayers  filing  on  a  worldwide  unitary  basis  in  that  state. 
A  "common  agency"  shall  mean  an  entity  designated  by  and 
acting  on  behalf  of  four  or  more  qualified  states  to  assist 
in  the  administration  of  their  tax  statutes.  A  "designated 
agency"  shall  mean  an  agency  designated  by  a  plurality  of 
qualified  states  which  impose  a  tax  on  or  measured  by  the 
net  income  of  corporations.  (The  qualified  states  through 
their  tax  administrators/governors  shall  prescribe  rules  for 
determining  the  "designated  agency".)  Neither  a  common  nor 
designated  agency  will  qualify  for  access  to  taxpayer  in- 
formation unless  it  has  signed  a  nondisclosure  agreement 
with  the  IRS  with  respect  to  any  state  in  which  such 
taxpayer  files  on  a  worldwide  unitary  basis. 

18/  Audit  referrals  with  respect  to  a  given  taxpayer  will  not  be 
made  to  states  in  which  such  taxpayer  is  filing  on  a  world- 
wide unitary  basis.  Qualified  states  and  common  agencies 
would  not  be  permitted  to  share  referrals  on  a  given  taxpay- 
er with  states  in  which  that  taxpayer  files  on  a  worldwide 
unitary  basis. 
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19/  Regulations;  Proposed  regulations  to  implement  this  spread- 
sheet  report  shall  be  developed  by  the  IRS.  These  regula- 
tions would  include  a  d e  minimis  rule  concerning  domestic 
corporations  subject  to  the  filing  requirements  of  Section 
(D)  (2)  . 

20/  Specific  documents  and  information  which  are  necessary  to 
audit  issues  involving  U.S.  versus  foreign  attribution  of 
income  (e.g..  Section  482,  Subpart  F,  and  Sections  861,  863, 
902,  and  904  of  the  Code)  shall  be  retained.  This  is  in- 
tended to  include  any  questionnaires  developed  by  the  IRS, 
by  qualified  states,  and/or  by  any  common  agencies. 

21/  The  identity  of  a  few  key  officers  or  employees  who  have 
substantial  knowledge  of  and  access  to  documents  and  records 
that  discuss  pricing  policies,  profit  centers,  cost  centers, 
and  the  methods  of  allocating  income  and  expense  among  these 
centers.  This  would  include  the  employer(s),  title,  and 
address  of  each  person. 

22/  All  documents  and  correspondence  ordinarily  available  to  a 
corporation  included  in  the  water's  edge  combination  sub- 
mitted to  or  obtained  from  the  IRS,  foreign  countries,  and 
competent  authority  pertaining  to  ruling  requests,  rulings, 
settlement  resolutions,  and  competing  claims  involving 
jurisdictional  assignment  and  sourcing  of  income  that  impact 
the  U.S.  income.  This  includes  all  ruling  requests  and 
rulings  on  reorganizations  involving  foreign  incorporation 
of  branches  or  changing  a  corporation's  jurisdictional  in- 
corporation. It  also  includes  all  documents  which  pertain 
to  the  determination  of  foreign  tax  liability,  including 
examination  reports  issued  by  foreign  taxing  administrations 
that  are  ordinarily  available  to  a  corporation  included  in 
the  water's  edge  combination.  This  will  not  require  trans- 
lation in  all  cases. 

23/  List,  for  each  company  listed  in  the  disclosure  spreadsheet, 
each  American  state  or  foreign  country  in  which  it  has  pay- 
roll, property,  or  sales.  The  sales  shall  be  determined  by 
destination  without  regard  to  jurisdictional  nexus  for  tax 
purposes . 

24/  The  same  information  requested  in  U.S.  Forms  5471,  5472,  and 
5473  insofar  as  the  information  relates  to  U.S.  corporations 
of  which  50  percent  or  more  of  the  voting  stock  is  directly 
or  indirectly  owned  or  controlled. 

2  5/  Neither  qualified  states,  common  agencies  nor  the  designated 
agency  would  be  permitted  to  share  this  taxpayer  information 
with  states  in  which  the  taxpayer  files  on  a  worldwide  uni- 
tary basis. 
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26/  Federal  legislation  would  be  enacted  which  permits  common 
agencies  to  enter  into  information-sharing  agreements  with 
the  IRS.  Information-sharing  agreements  would  make  infor- 
mation provided  under  the  treaties  available  to  qualified 
states,  common  agents,  and  the  designated  agency.  A  quali- 
fied state  is  not  entitled  to  any  such  taxpayer  information 
with  respect  to  a  taxpayer  filing  on  a  worldwide  unitary 
basis  in  that  state.  Also,  these  agreements  would  permit 
the  qualified  states  and  any  common  agencies  which  have 
signed  substantially  similar  agreements  to  share  among  them- 
selves any  information  provided  to  any  one  of  them  under 
such  agreements.  Neither  qualified  states,  common  agencies, 
nor  the  designated  agency  would  be  permitted  to  share  tax- 
payer information  obtained  from  treaty  partners  with  states 
in  which  such  taxpayer  files  on  a  worldwide  unitary  basis. 

27/  Federal  law  or  regulations  would  be  amended  as  necessary  to 
provide  the  qualified  states,  any  common  agencies,  and  the 
designated  agency  access  to  all  material  developed  by  the 
Internal  Revenue  Service  in  its  examination  of  multinational 
operations,  or  developed  through  requests  under  the  exchange 
of  information  provisions  of  treaties.  This  disclosure 
extends  not  only  to  results  but  to  the  underlying  data  as 
well,  regardless  of  whether  an  adjustment  is  made.  It  also 
includes  all  documents  relating  to  the  determination  of 
foreign  tax  liability,  including  examination  reports  issued 
by  foreign  taxing  administrations.  It  does  not,  however, 
contemplate  state  participation  in  the  simultaneous  or 
industry-wide  audit  programs  of  the  IRS.  A  qualified  state 
is  not  entitled  to  any  of  the  above  described  information 
with  respect  to  a  taxpayer  filing  on  a  worldwide  unitary 
basis  in  that  state.  Neither  qualified  states,  common  agen- 
cies, nor  the  designated  agency  would  be  permitted  to  share 
taxpayer  information  obtained  from  treaty  partners  with 
states  in  which  such  taxpayer  files  on  a  worldwide  unitary 
basis . 

28/  A  communication  system  would  be  established  between  IRS  and 
the  states  whereby  a  state  or  common  agency  may  request  that 
the  IRS  examine  an  income  tax  return  for  potential  interna- 
tional issues.  After  evaluating  the  request  and  supporting 
information,  the  IRS  would  make  the  final  determination  as 
to  whether  an  examination  is  warranted  after  considering  the 
potential  tax  impact  on  revenues  of  the  states  and/or  the 
federal  government.  The  IRS  will  not  accept  state  requests 
to  perform  such  international  issue  examinations  with 
respect  to  taxpayers  filing  on  a  worldwide  unitary  basis  in 
that  state. 

29/  For  a  five-year  period,  the  IRS  shall  conduct  programs  which 
train  state  tax  instructors  to  perform  examinations  involv- 
ing Sections  482  and  861  and  related  provisions  of  the  Code. 
State  trainees  (or  the  states)  shall  pay  their  own  travel 
and  subsistence  expenses. 
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30/  Within  five  years,  the  IRS  would  increase  by  roughly  $50 
million  over  the  base  for  FY  1984  its  resources  annually 
devoted  to  enforcement  of  Sections  482  and  861,  Subpart  F, 
and  related  provisions.  Over  the  FY  1984  base,  approxi- 
mately 475  international  examiners,  475  revenue  agents,  and 
300  additional  personnel  would  be  hired.  The  IRS  would  re- 
port to  the  states  on  a  regular  basis  on  its  compliance  and 
enforcement  programs. 
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Annex  E 
DOMESTIC  DISCLOSURE  SPREADSHEET 


Instructions 

A  Domestic  Disclosure  Spreadsheet  will  be  filed  by  or  on  be- 
half of  certain  multinational  and  multistate  corporations.  It 
will  be  prepared  on  the  basis  of  and  filed  by  the  adjusted  con- 
solidated group.  The  adjusted  consolidated  group  consists  of  the 
Federal  Consolidated  1120  Group  with  the  addition  of  Possessions 
Corporations,  DISC'S  to  the  extent  not  already  included  in  the 
1120,  corporations  located  in  certain  tax  havens,  foreign  corpo- 
rations with  more  than  a  threshold  level  of  U.S.  business  activi- 
ty, and  U.S.  corporations  which  are  more  than  50  percent  directly 
or  indirectly  commonly  owned  or  controlled  but  not  included  in 
the  federal  consolidated  group. 

The  Spreadsheet  was  developed  by  the  Task  Force  and  success- 
fully tested  by  the  firms  represented.  A  complete  sample  spread- 
sheet and  details  on  its  development  will  be  made  available  to 
the  IRS.  The  following  is  a  description  of  the  entries  to  be 
made  in  each  of  the  columns.  Appropriate  supporting  schedules 
and  attachments  must  be  filed  with  it. 

Column    Description  of  Entry 

a  List  each  state  (for  this  purpose,  "state"  shall  include 
the  District  of  Columbia)  in  which  a  member  of  the  ad- 
justed consolidated  group  has  a  presence  for  income  tax 
purposes . 

b  Enter  an  S  (Separate)  or  a  C  (Combined)  to  indicate  the 
method  of  filing  in  each  state.  Subdesignations  will  be 
necessary  for  each  filing  made  in  a  state.  For  example, 
if  three  corporations  file  separately  in  the  state,  en- 
tries should  be  made  for  SI,  S2,  and  S3  and  columns  b 
through  j  and  k-1  should  be  completed  for  each  subset. 
Similarly,  if  multiple  combined  filings  are  made  in  a 
state  (different  businesses)  ,  entries  should  be  made  for 
CI,  C2,  etc.,  and  columns  b  through  j  and  k-2  should  be 
completed  for  each  subset.  A  supporting  statement 
should  be  attached  which  names  the  filer  (in  the  case  of 
an  S)  or  the  members  of  the  group  (in  the  case  of  a  C) 
and  the  states  in  which  each  filed  on  the  same  basis.  A 
statement  explaining  why  a  separate  filing  was  made,  or 
why  a  particular  group  of  corporations  was  combined, 
should  be  included. 

In  a  supporting  schedule,  for  each  S  subset,  list  the 
amount  shown  in  the  pro  forma  Line  28  and  Line  30. 
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Enter  the  amount  shown  on  the  state  tax  return  which  is 
comparable  to  line  8  of  the  spreadsheet  or  to  the  pro 
forma  line  28  or  30.  For  example,  if  the  entity  in  col- 
umn b  is  the  adjusted  consolidated  group,  the  amount  in 
column  c  should  be  the  same  as  the  amount  on  line  8.  If 
the  entity  in  column  b  is  only  a  member  of  the  adjusted 
consolidated  group,  the  Federal  1120  pro  forma  line  28 
or  30  should  be  entered  depending  on  which  line  is  the 
starting  point  on  the  state  tax  return. 

If  the  amount  in  column  c  is  different  from  the  compa- 
rable amount  on  line  8  or  from  the  pro  forma  amounts, 
attach  a  statement  which  reconciles  the  difference.  At- 
tach Schedule  A  of  the  Federal  Consolidated  return  and 
Schedule  L  of  the  Federal  1120.  Copies  of  all  state  tax 
returns  should  be  retained  by  the  filer  and  be  readily 
available  for  state  tax  auditors. 

Enter  the  amount  of  additions  to  column  c  which  were  re- 
ported to  the  state  (e.g.,  interest  on  state  and  munici- 
pal obligations,  ACRS) . 

Enter  the  amount  of  subtractions  from  column  c  which 
were  reported  to  the  state  (e.g.,  interest  on  U.S.  obli- 
gations, dividends). 

Enter  the  amount  of  income  subject  to  allocation  and  ap- 
portionment as  it  appears  on  the  state  tax  return. 

Enter  the  amount  of  business  income  which  is  attributed 
by  formula . 

Enter  the  amount  of  nonbusiness  income  and,  on  a  sepa- 
rate schedule,  indicate  the  states  to  which  it  would  be 
assigned  by  that  state's  law. 

Column  g  plus  column  h  should  equal  column  f.  If  it 
does  not,  explain  the  difference  in  a  supporting  sched- 
ule . 

If  there  are  differences  between  the  states  in  the 
treatment  of  items  included  in  column  g  and  h,  submit  a 
supporting  schedule  which  shows  the  item  of  income,  the 
amount,  the  states  in  which  it  was  treated  as  business 
income,  the  states  in  which  it  was  treated  as  nonbusi- 
ness income,  and  the  reasons  for  the  different  treat- 
ment . 

Enter  the  amount  in  column  h  which  is  attributable  to 
the  particular  state. 


-  61  - 


j  Assume  that  the  UDITPA  rules  relating  to  the  three- 
factor  apportionment  formula  are  in  effect  in  each 
state.  Enter  the  UDITPA  apportionment  percentage  in 
column  j.  On  a  supporting  schedule,  show  the  payroll, 
property,  and  sales  attributed  to  each  state  and  the 
calculation  of  the  percentage  for  each  state. 

k-1  Enter  the  apportionment  percentage  reported,  on  a  sepa- 
rate entity  basis,  to  each  state.  On  a  supporting 
schedule,  show  the  payroll,  property,  and  sales  attrib- 
uted to  each  state  and  the  calculation  of  the  percentage 
for  each  state.  Column  j  and  column  k-1  and  the  sup- 
porting schedules  should  be  reconciled.  On  a  separate 
schedule,  state  the  reason  for  any  differences,  e.g., 
double-weighted  sales  factor,  origin  rather  than  desti- 
nation sales,  etc. 

k-2  Enter  the  apportionment  percentage  reported,  on  a  com- 
bined basis,  to  each  state.  On  a  supporting  schedule, 
show  the  payroll,  property,  and  sales  attributed  to  each 
state  and  the  calculation  of  the  percentage  for  each 
state.  Column  j  and  column  k-2  and  the  supporting 
schedules  should  be  reconciled.  On  a  separate  schedule, 
state  the  reason  for  any  differences,  e.g.,  double- 
weighted  sales  factor,  origin  rather  than  destination 
sales,  etc. 
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Supplement 

Additional  Views  of 
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Group  Members 

August  1984 


This  Supplement  contains  statements  submitted  by 
Working  Group  members  in  response  to  "The  Chairman's 
Report  on  the  Worldwide  Unitary  Taxation  Working  Group: 
Activities,  Issues,  and  Recommendations,"  which  was 
submitted  to  President  Reagan  on  July  31,  1984.  With 
the  exception  of  the  text  of  the  state  approved  Working 
Group  Report  draft,  none  of  the  material  contained  in 
these  statements  was  submitted  to  the  Treasury  Depart- 
ment prior  to  August  20,  1984.  Statements  by  the 
following  Working  Group  members  are  included  in  this 
Supplement : 


Allen  Wallis 

Robert  B.  Hawkins,  Jr. 

Business  Members'  Joint  Statement 

James  R.  Thompson 

David  E.  Nething 

State  Members'  Joint  Statement 


UNDER    SECRETARY    OF    STATE 
FOR    ECONOMIC    AFFAIRS 

WASHINGTON 

STATEMENT  BY  ALLEN  WALLIS 
CONCERNING  THE  CHAIRMAN'S  WORKING  GROUP  REPORT 


I  support  the  Working  Group's  recommendation  for  a  "water's 
edge"  limitation  on  unitary  taxation,  which  I  believe  will 
resolve  much  of  the  controversy  surrounding  this  issue. 

The  unitary  method  of  estimating  taxable  income  has 
provoked  sharp  criticism  from  all  of  our  major  trading  partners. 
Indeed,  Secretary  Shultz  has  said  that  in  his  tenure  at  the 
State  Department  few  issues  have  provoked  so  broad  and  intense 
a  reaction  from  foreign  nations.   The  United  States  Government 
has  received  diplomatic  notes  from  fourteen  member  countries  of 
the  Organization  for  Economic  Cooperation  and  Development 
(OECD),  either  directly  or  through  the  European  Community,  as 
well  as  communications  from  the  OECD  itself,  all  protesting 
against  the  application  of  the  unitary  tax  method  to  their 
companies.   The  OECD  countries  account  for  nearly  90%  of  foreign 
direct  investment  in  the  United  States,  over  70%  of  total  United 
States  investment  abroad  and  over  80%  of  United  States  trade 
(OECD  figures). 

Representations  have  been  made  at  the  highest  level.   The 
Prime  Ministers  of  three  of  our  largest  trading  partners  have 
written  to  the  President  to  express  their  concern  and  have 
raised  the  issue  in  personal  meetings  with  him.   The  Foreign 
Ministers  of  these  countries  also  have  raised  the  issue  with 
Secretary  Shultz. 

Our  trading  partners  have  five  principal  criticisms, 
all  of  which  are  sound: 

1 .  The  unitary  tax  method  imposes  an  onerous  adiministra- 

tive  burden,  particularly  for  foreign-based  multinationals, 

The  financial  records  of  foreign-based  companies  are 
not  kept  in  dollars  or  in  English  or  in  accordance  with 
U.S.  accounting  standards,  but  states  imposing  the 
worldwide  method  require  that  the  worldwide  earnings  of  a 
multinational  be  reported  in  these  terms.   Fluctuating 
exchange  rates  further  complicate  the  picture.   Although 
foreign  subsidiaries  of  U.S. -based  firms  report  to  their 
parents  in  dollars,  they  too  incur  significant  burdens  in 
standardizing  their  reports. 
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2.  The  unitary  tax  method  leads  inevitably  to  extra- 
territorial and  double  taxation. 

The  underlying  assumption  of  the  unitary  method 
is  that  there  are  uniform  returns  to  sales,  property 
and  payroll  throughout  the  world,  but  international 
investment  occurs  precisely  because  such  returns 
differ  throughout  the  world.   Where  there  is  greater 
risk,  there  would  be  little  incentive  to  invest 
without  relatively  high  rates  of  return  as  a  compen- 
sation.  The  worldwide  unitary  method  allows  a  state  to 
reach  beyond  its  borders  and  tax  higher  profits  earned 
elsewhere. 

Tax  rates  imposed  by  central  governments  vary,  and 
often  are  higher  in  foreign  countries  than  in  the  United 
States.   Although  we  have  concluded  tax  treaties  with  our 
major  trading  partners  to  avoid  double  taxation  at  the 
Federal  level,  no  such  arrangements  exist  for  state  taxes. 
Thus,  for  our  own  companies,  income  that  is  already  taxed 
abroad  is  fully  exposed  to  state  taxation  though  appli- 
cation of  the  unitary  tax  method.   Some  foreign-based 
companies  find  themselves  unable,  in  countries  levying 
taxes  on  a  territorial  basis,  to  obtain  tax  credits  for 
taxes  paid  to  states  using  the  unitary  method  on  income 
earned  in  those  countries. 

3.  The  unitary  tax  method  is  contrary  to  international 
practice. 

Formula  apportionment  (as  unitary  taxation  is  also 
called)  was  rejected  as  an  international  standard  by  the 
League  of  Nations  many  years  ago.   Instead,  the  United 
States  actively  has  supported  adoption  of  separate  account- 
ing, with  arms-length  adjustment,  as  the  international 
standard.   Years  of  effort  by  all  the  OECD  member  nations 
resulted  in  agreement  on  the  OECD  model  Tax  Convention 
which  calls  for  separate  or  "arm's  length"  accounting, 
a  method  that  more  nearly  corresponds  with  the  way  busi- 
ness is  actually  conducted. 

4.  Use  of  the  unitary  tax  method  by  states  of  the  United 
States  encourages  the  developing  countries  to  adopt  the 
same  method. 

The  developing  countries  share  many  of  the  same 
concerns  about  transfer  pricing  that  certain  states  use 
to  justify  their  use  of  unitary  taxation,  and  these 
countries  are  being  urged  by  some  to  adopt  the  unitary 
tax  method.   This  would  have  a  major  impact  on  U.S. 
investment  in  these  countries.   The  formulas  and  defini- 
tions such  countries  might  use  would  be  unlikely  to  result 
in  fair  and  reasonable  apportionment  of  taxable  income. 
One  result  would  be  a  reduction  in  flows  of  equity  invest- 
ment to  the  developing  countries. 
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5.  The  unitary  tax  method  discourages  investment  in  those 
states  that  apply  unitary  taxation.   It  also  discourages 
investment  in  the  United  States  generally  since  any 
state  may  adopt  the  tax  method. 

This  last  point  requires  special  emphasis. 

In  September  1983,  President  Reagan  stated  that  the 
fundamental  premise  of  our  international  investment  policy 
is  that  foreign  investment  flows  which  respond  to  private 
market  forces  will  lead  to  more  efficient  international 
production  and  thereby  benefit  both  home  and  host  countries. 
The  President  also  noted  that  as  the  premier  home  and  host 
country  for  foreign  direct  investment,  the  United  States  has 
a  substantial  interest  in  the  conditions  under  which  those 
flows  occur. 

Foreign  governments  have  informed  us  that,  "The  [unitary 
tax]  method  can  chill  international  investment  and  decrease 
efficient  allocation  of  resources  and  employment  opportunites. 
In  particular,  the  unitary  method  can  impede  foreign  entry 
into  the  United  States  market."   In  their  view  a  unitary  tax 
constitutes  "...a  serious  obstacle  to  the  further  develop- 
ment of  our  trade  and  investment  relationships."   (Note 
signed  by  the  Ambassadors  of  fourteen  of  our  major  trading 
partners).   There  have  also  been  calls  for  retaliation. 

Added  to  this  are  the  statements  from  foreign  business 
organizations  like  the  Keidanren,  which  represents  over  800 
Japanese  corporations:  "Unitary  taxation  is  the  single  most 
serious  deterrent  to  new  investment  by  Japanese  enterprises 
in  some  states  of  the  United  States."   The  French  Patronat, 
which  represents  a  wide  range  of  the  biggest  French  industries 
with  investment  in  the  United  States,  described  the  unitary 
taxation  method  in  a  demarche  to  our  Ambassador  in  Paris  as 
"...not  suited  to  the  reality  nor  to  the  development  of 
foreign  investment,  particularly  between  industrialized 
countries. " 

State  government  officials  have  also  criticized  the 
effects  of  unitary  taxation.   The  unitary  basis  of  taxation 
"...is  contrary  to  the  long  established  traditional  spirit 
of  welcoming  foreign  investment  in  the  United  States.... 
We  urge  those  states  which  have  the  law  to  repeal  it." 
(News  release  of  the  American  States  Offices  Association, 
whose  members  represent  21  states'  offices  and  port  author- 
ities in  Japan,  12/15/83).   "Within  six  months  of  the 
passage  of ... [worldwide  unitary  taxation]  not  only  have 
major  investments  been  put  on  hold  or  cancelled,  but... the 
state's  new  tax  policy  is  a  major  negative  factor  with  more 
than  half  of  the  state's  economic  development  prospects.... 
The  state  should  take  action  as  quickly  as  possible  to 
eliminate  this  controversy."   (March  1984  report  of  the 
Florida  Unitary  Tax  Study  Commission). 
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The  benefits  of  new  investment  in  terms  of  jobs, 
economic  development  and  tax  revenue  are  clear,  and  compe- 
tition among  the  states  for  such  investment  is  intense. 
Oregon  already  has  repealed  its  worldwide  unitary  tax 
measure,  as  Illinois  did  earlier.   Florida  and  Indiana 
probably  will  do  so  soon.   All  were  responding  to  the 
concerns  of  present  and  potential  multinational  investors. 

I  believe  that  the  Working  Group's  recommendations 
are  in  the  best  interest  of  the  individual  states,  and  of 
the  United  States,  which  has  consistently  sought  to  support 
fair  and  consistent  treatment  of  international  investment. 
I  urge  those  states  which  now  apply  the  unitary  tax  method 
to  carry  out  the  Working  Group's  recommendations  promptly. 


illen  Wallis 


ADVISORY 

COMMISSION  ON  INTERGOVERNMENTAL  RELATIONS 

WASHINGTON.  DC   20575 


August  14,  1984 


The  Honorable  Donald  T.  Regan 
Secretary  of  the  Treasury 
Washington,  D.C.   20220 

Dear  Mr.  Secretary: 

This  is  my  official  statement  of  endorsement  of  the 
Working  Group  Report. 

My  only  reservation  is  whether  a  year  is  sufficient  time 
for  states  to  resolve  many  of  the  issues  of  sound  unitary 
taxation . 

It  has  been  a  pleasure  working  with  you. 

Sincerely  yours, 


^. 


Robert  R.  Hawkins,  JiS^   ^ 


Chairman 
RBH:tr 


FINAL  WORKING  GROUP  REPORT 

August  31,  1984 

STATEMENT  BY 

THE  BUSINESS  REPRESENTATIVES  ON  THE  WORLDWIDE 

UNITARY  TAXATION  WORKING  GROUP: 


Philip  Caldwell,  Chairman 
and  Chief  Executive  Officer 

Ford  Motor  Company 

Clifton  C.  Garvin,  Jr. 

Chairman 

Exxon  Corporation 

Robert  E.  Gilmore 

President 

Caterpillar  Tractor  Co. 

Charles  I.  McCarty,  Chairman 
and  Chief  Executive  Officer 

BATUS,  Inc. 


Peter  A.  Magowan,  Chairman 

and  Chief  Executive  Officer 
Safeway  Stores,  Inc. 
John  R.  Opel,  Chairman 

&  Chief  Executive  Officer 
IBM  Corporation 
Norma  Pace 

Senior  Vice  President 
American  Paper  Institute 
Edmund  T.  Pratt,  Jr. 
Chairman 
Pfizer,  Inc. 


1.  General  statement  regarding  the  three  "Principles"  that 
were  agreed  on  by  the  Working  Group  at  its  May  1,  1984  meeting 
(Section  4,  Recommendations  and  Unresolved  Issues). 

The  Working  Group,  in  order  to  guide  legislators  in 
designing  tax  systems  to  replace  the  worldwide  combined 
reporting  method,  agreed  on  three  Principles  which  form  an 
indivisible  package.   However,  specific  parts  of  those  three 
Principles,  which  are  discussed  below,  were  not  agreed  upon. 
Business  support  of  Principle  Two  (Increased  federal 
administrative  assistance  which  includes  requirement  of  the 
filing  of  a  "domestic  disclosure  spreadsheet") ,  depends  upon 
support  by  the  states  of  Principle  One  (an  appropriate  water's 
edge  limitation  on  the  use  of  worldwide  combined  reporting) , 
and  Principle  Three  (need  to  avoid  placing  U.S.  corporations  at 
a  competitive  disadvantage  vis-a-vis  their  overseas 
competitors) . 

2.  Principle  One:  Water's  edge  unitary  combination  for 
both  U.  S.  and  foreign  based  companies.   (Section  4, 
Recommendations  and  Unresolved  Issues)  . 

Principle  One  included  a  "water's  edge"  limitation  because 
the  Working  Group  recognized  that  application  of  the  unitary 
method  should  be  limited  to  domestic  United  States  income. 
"Foreign  source  income"  is  income  generated  in  foreign 
countries  by  the  overseas  affiliates  of  U.S.  corporations  and 
subject  to  taxation  by  those  countries.   Limiting  the 
application  of  the  unitary  method  to  domestic  income  avoids 
overlapping  taxation  of  foreign  source  income  by  states  and 
foreign  governments.   Thus,  the  definition  of  "water's  edge" 
contained  in  Principle  One  should  not  include  foreign  source 
income. 
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The  areas  of  disagreement  regarding  the  "water's  edge" 
concept  include  four  items  which  concern  foreign  source  income: 
1.  Income  of  companies  which,  though  they  are  incorporated  in 
the  U.  S.,  earn  more  than  80%  of  their  income  abroad  or  have 
more  than  80%  of  their  payroll  and  property  abroad  ("80/20 
companies"),  2.   The  threshold  of  activity  by  a  foreign 
corporation  doing  business  in  the  U.S.  which  would  subject  it 
to  state  taxation,  3.   What  constitutes  a  "tax  haven" 
corporation  and  country  and  their  connection  with  the  water's 
edge  group,  and  4.   The  treatment  of  foreign  source  income 
received  in  the  form  of  dividends  by  members  of  the  "water's 
edge"  group  from  other  members  of  the  affiliated  group 
incorporated  and  operating  abroad. 

The  income  of  80/20  companies  is  foreign  source  income, 
income  generated  overseas  and  already  subject  to  tax  by  the 
host  country.   Inclusion  of  such  income  in  the  water's  edge  tax 
base  would  result  in  overlapping  taxation  of  that  income  by  the 
host  foreign  country  and  the  state  claiming  tax  jurisdiction. 
Taxation  of  such  foreign  source  income  by  a  state  would  not  be 
consistent  with  Principle  One. 

The  inclusion  within  the  water's  edge  group  of  "foreign 
corporations  with  at  least  a  threshold  level  of  business 
activity  within  the  United  States,"  as  described  in  Annex  D, 
Section  A.  (6),  was  solely  intended  to  include  the  rare 
occurence  of  a  foreign  corporation  actually  doing  business  in  a 
state  itself,  compared  to  one  of  its  domestic  affiliates  doing 
business  in  a  state.   The  income  of  a  corporation,  whether 
domestic  or  foreign,  earned  within  a  state  should  be  subject  to 
its  territorial  taxing  jurisdiction.   The  fact  that  a  foreign 
corporation  conducts  some  of  its  business  there  should  only 
subject  its  domestic  source  income  earned  there,  and  not  all  of 
its  foreign  source  income,  to  a  state  taxing  jurisdiction. 

United  States  branches  of  foreign  corporations  of 
sufficient  magnitude  to  reach  the  threshold  are  readily 
identifiable  and  should  be  taxed  as  "deemed  subsidiaries"  or  by 
other  means  which  do  not  drag  the  worldwide  income  of  the 
foreign  corporation  inside  the  water's  edge.   Because  foreign 
banks  are  often  legally  required  to  operate  in  this  country  as 
branches,  they  would  be  particulary  disadvantaged  if  required 
to  include  all  of  their  foreign  income  in  a  state  tax  base. 

The  "water's  edge"  concept  is  acceptable  to  U.S.  based 
multinationals  only  if  it  does  not  result  in  the  conversion  of 
foreign  source  income  received  in  the  form  of  dividends  into 
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domestic  income  of  the  "water's  edge"  group.   Any  water's  edge 
unitary  combination  must  have  a  mechanism  to  exclude  state 
overlapping  taxation  of  foreign  source  dividends. 

3.  Principle  Two:  Increased  federal  administrative 
assistance  and  cooperation  with  the  states  to  provide  full 
taxpayer  disclosure  and  accountablity .   (Section  4, 
Recommendations  and  Unresolved  Issues) . 

The  state  representatives  contended  that  if  they  taxed  only 
domestic  source  income  pursuant  to  Principle  One  there  is  the 
possibility  that  domestic  taxable  income  could  be  reduced 
through  potential  shifting  of  domestic  source  income  to  sources 
outside  the  U.S.   Thus,  the  business  representatives  agreed  to 
provide  detailed  information  regarding  domestic  operations 
through  the  "Domestic  Disclosure  Spreadsheet"  (Annex  D,  section 
D)  and  taxpayer  information  (Annex  D,  section  E) ,  and  supported 
the  states  in  their  request  for  federal  administrative 
assistance  to  promote  full  taxpayer  disclosure  and 
accountability  (Annex  D,  section  F-J) .   That  agreement  and 
support  on  the  part  of  the  business  representatives  was  based 
on  the  states'  agreement  with,  and  support  of.  Principles  One 
and  Three. 

If  foreign  source  income  is  excluded  from  the  water's  edge 
group  the  business  representatives  are  prepared  to  support  the 
provision  of  sufficient  corporate  information  and  federal 
assistance  to  enable  the  state  to  apply  the  definition. 
However,  it  should  be  recognized  that  some  of  the  disclosure 
and  procedural  particulars  listed  in  Annex  D  may  create 
unnecessary  areas  of  continuing  vexation  and  disagreement,  thus 
frustrating  the  purpose  for  which  they  were  intended. 

4.  Principle  Three:  Competitive  balance  for  U.  S. 
multinationals,  foreign  multinationals,  and  purely  domestic 
businesses.   (Section  4,  Recommendations  and  Unresolved  Issues). 

Any  taxation  of  foreign  source  income  of  U.  S.  based 
multinationals  adversely  affects  their  ability  to  compete 
overseas  with  foreign  based  multinationals.   A  purely  domestic 
business  has  only  domestic  source  income  and  thus  is  taxed  only 
on  that  domestic  income.   A  purely  foreign  business  has  no  U.S. 
domestic  income  and  thus  its  income  is  taxed  only  by  its  host 
countries.   If  the  states  tax  the  income  of  the  foreign 
affiliates  of  U.  S.  based  multinationals,  it  necessarily 
results  in  a  potentially  non-competitive  situation  for  U.  S. 
based  multinationals  in  both  foreign  and  domestic  markets, 
since  they  would  be  subjected  to  a  higher  combined  tax  burden 
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than  corporate  groups  which  do  business  exclusively  in  the  U.S. 
or  exclusively  abroad. 

One  of  the  largest  categories  of  foreign  source  income  is 
dividends  paid  to  U.  S.  corporations  by  their  overseas 
subsidiaries.   Unless  such  dividends  are  properly  sourced  as 
foreign  and  effectively  excluded  from  the  domestic  state  income 
tax  base,  the  combined  state  and  foreign  tax  burden  on  such 
income  will  normally  exceed  the  total  tax  burden  on  foreign 
subsidiaries  owned  by  foreign  based  multinationals.   Thus  the 
foreign  subsidiaries  of  U.S.  based  multinationals  would  be 
placed  at  a  competitive  disadvantage  in  the  foreign  marketplace 
which  in  turn  will  eventually  reduce  or  eliminate  U.S. 
participation  in  overseas  markets.   Similarly,  operations  by  a 
U.S.  based  multinational  in  a  state  which  taxes  foreign  source 
dividends  as  though  they  were  earned  in  the  U.S.  incurs  not 
only  the  same  federal  and  state  income  taxes  that  are  incurred 
by  the  U.S.  subsidiary  of  a  foreign  based  multinatinal  or  a 
purely  domestic  business,  but  state  income  tax  on  its  foreign 
operations  as  well.   Thus  the  U.S.  based  multinational  company 
loses  competitive  position  in  U.S.  markets  to  both  the  purely 
domestic  company  and  the  U.S.  subsidiary  of  the  foreign  based 
company.   Not  only  does  the  treatment  of  foreign  source 
dividends  as  domestic  income  create  competitive  problems,  but 
it  normally  results  in  a  substantial  increase  in  the  state  tax 
burden  of  U.S.  based  multinationals  above  that  incurred  under 
worldwide  unitary  apportionment,  the  source  of  the  controversy 
in  the  first  place. 

5.   Summary  statement. 

The  business  representatives  on  the  Working  Group  and  Task 
Force  expressed  a  willingness  to  make  substantial  concessions 
in  defining  the  unitary  water's  edge  group  and  the 
apportionable  domestic  tax  base,  and  in  agreeing  to  shoulder 
substantial  additional  administrative  burdens  to  facilitate 
verification  by  the  states,  provided  the  states  would  agree  to 
limit  the  application  of  unitary  taxation  to  domestic  source 
income,  so  as  to  maintain  a  competitive  balance  for  all 
multinational  corporations. 

It  is  disappointing  that  the  Working  Group  was  not  able  to 
formulate  a  solution  to  the  problems  caused  by  the  taxation  of 
foreign  source  income  by  the  states.   The  business  representa- 
tives remain  committed  to  working  with  the  states  and  the 
federal  government  in  the  search  for  a  state-by-state  or 
federal  solution.   If  time  shows  that  the  few  states  that  tax 
foreign  source  income  will  not  adjust  their  taxing  policies  to 
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eliminate  the  inherent  distortion  resulting  from  the  worldwide 
application  of  the  unitary  method  and  provide  adequately  for 
the  international  pressures  on  the  federal  government  stemming 
from  the  concerns  of  foreign  nations,  then  a  federal 
legislative  solution  must  be  sought. 


State  of  Illinois 

DE   OF  The   Gcdve] 
Springfield  62706 


James  R.  Thompson 

GCVE  RNOR 


Statement  by 
JAMES  R.  THOMPSON 

Governor,  State  of  Illinois 
Concerning  the  Chairman's  Working  Group  Report 


In  my  view,  the  Chairman's  Report  is  a  fair  and  accurate 
description  of  the  areas  of  agreement  and  disagreement  among 
the  members  of  the  Working  Group.   Moreover,  it  reflects  the 
significant  progress  which  has  been  made  in  resolving  this 
most  difficult  matter. 

At  the  Working  Group  meeting  on  May  1,  1984,  the  state 
representatives  said  that,  under  certain  conditions,  compre- 
hensive water's  edge  unitary  combination  is  acceptable  state 
tax  policy.   Those  conditions  include: 

implementation  of  specific  steps  to 
improve  federal  compliance  and 
cooperative  efforts; 

retention  of  the  right  of  a  state  to 
include  foreign  dividends  in  its  state 
tax  base; 

retention  of  the  right  to  include  "80/20" 
corporations  in  the  definition  of  the 
water's  edge. 

The  state  representatives  have  proposed  several  alternatives 
to  the  use  of  the  worldwide  unitary  method  to  be  implemented 
through  state  action.   This  is  a  responsible  effort  to  make 
sure  that  state  tax  policies  will  be  conducive  to  harmonious 
international  economic  relations.   I  am  glad  to  see  that 
Secretary  Regan  finds  these  alternatives  acceptable  and  that 
he  has  proposed  that  the  Treasury  Department  move  immediately 
to  implement  the  federal  assistance  measures  described  in 
Principle  Two. 
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There  will  be  some  interested  parties  who  think  that 
the  Working  Group  should  have  done  more  than  recommend  state 
adoption  of  acceptable  alternatives  to  the  worldwide  unitary 
method.   It  would  be  unfortunate  if  those  criticisms  diminished 
the  accomplishments  of  this  report.   Under  our  federal 
system  of  government,  it  is  appropriate  to  decide  certain 
issues,  such  as  the  taxation  of  foreign  dividends  and  "80/20" 
corporations,  at  the  state  level. 

There  are  a  few  points  about  the  Chairman's  Report 
which  should  be  mentioned.   First,  in  Annex  D,  the  item  "J. 
Qualification  of  Federal  Assistance"  was  added  to  the  list 
of  Common  Elements  in  Options  Two  thru  Six.   This  item 
bars  federal  assistance  with  respect  to  taxpayers  who 
lower  their  state  tax  by  using  the  worldwide  unitary 
method.   I  do  not  believe  this  restriction  was  ever 
discussed  or  intended  by  the  Task  Force  or  the  Working 
Group . 


Second,  Section  4  and  Ann 
opposing  views  on  the  issues  o 
corporations.  There  were  seve 
different  state  representative 
instance,  the  exemption  of  for 
about  two-thirds  of  the  states 
of  double  taxation  at  the  nati 
a  foreign  tax  credit  is  suffic 
system  of  concurrent  taxation; 
ential  treatment  for  interest, 
made  by  foreign  corporations. 


ex  D  of  the  Report  list  the 
f  foreign  dividends  and  "80/20" 
ral  important  points  made  by 
s  which  should  be  noted.   For 
eign  dividends  would  require 

to  change  their  law;  elimination 
onal  level  through  the  use  of 
lent  under  the  federalist 
and  Option  5  provides  prefer- 
royalties  and  other  payments 


I  do  appreciate  having  had  the  opportunity  to  participate 
in  this  productive  and  cooperative  effort,  and  I  look  forward 
to  working  with  you  to  have  these  recommendations  implemented. 


Sen.    David    E.    Nething 

District  48 

P.  O.  Box   1059 

Jamestown,  ND  58401 


SENATE  CHAMBER 

Jforty-etglttI]  ^egtsIattUE  iVssemblg 

STATE  OF   NORTH    DAKOTA 
BISMARCK  58505 

August    16,    1984 


Senate  Mojority  Leader 


Honorable  Donald  T.  Regan 

Secretary 

Department  of  the  Treasury 

Room  3330 

15th  Street  and  Pennsylvania  Ave.,  NW. 

Washington,  DC  20220 

Dear  Mr.  Secretary: 

This  is  to  confirm  that  I  have  signed  the  Statement  of  the  State 
Members  Concerning  the  Chairman's  Working  Group  Report  and  ask  that  my 
name  be  listed  with  the  final  report  of  the  Working  Group. 

I  have  signed  this  report  because  I  am  in  accord  with  the  statement 
as  it  discusses  the  substantive  issues.  However,  I  am  not  in  accord  with 
the  general  vein  in  which  it  is  written.   To  me,  the  style  of  the  statement 
is  too  argumentative  and  I  personally  object  to  that.   As  a  legislator  with 
eighteen  years  of  service  1  find  that  in  our  relationship  with  people 
representing  the  various  levels  of  our  government,  our  discussions  always 
need  to  be  conciliatory  and  respectful. 

My  personal  thanks  to  you  for  all  of  the  courtesies  that  you  and 
representatives  of  your  department  have  extended  to  me.   The  Working 
Group's  challenge  was  a  difficult  one  and  I  do  believe  that  if  we 
continue  to  work  together  we  will  be  able  to  resolve  the  remaining 
differences. 

Sincerely, 

David  E.  Nething 

Senate  Majority  Leader  -  North 

Dakota  Senate 

President  Elect  -  National 

Conference  of  State  Legislatures 


DEN/amk 


August  31,  l9Stt 


Statement  of  the  State  Members 
Concerning  the  Chairman's  Working  Group  Report 

At  the  Working  Group  meeting  on  May  1,  l9Sit,  we  stated  that,  under  certain 
conditions,  comprehensive  water's  edge  unitary  combination  is  acceptable  state  tax 
policy.  Those  conditions,  detailed  in  Options  2,  3  and  6  of  the  Task  Force  Report, 
include: 

implementation  of  the  specified  steps  to  improve  federal 
compliance  and  cooperative  efforts; 

comprehensive   definition   of  water's  edge,  including  re- 
tention of  the  right  to  include  "80/20"  subsidiaries; 

retention  of  the  states'  right  to  include  foreign  dividends 
in  the  state  tax  base. 

A  report  of  the  Working  Group  that  accurately  described  our  views  was  prepared 
in  3une  and  all  eight  state  members  agreed  to  sign  it.  A  copy  of  that  report,  as  well  as 
the  signatures  of  the  signers  of  that  document,  is  attached.  Also,  attached  is  a  letter 
signed  by  seven  of  the  state  members  summarizing  that  report. 

In  his  July  31,  198^,  letter  to  the  President,  transmitting  his  report,  Secretary 
Regan  states  that  if,  by  July  31,  1985,  there  is  not  "appreciable  progress,"  he  will 
recommend  federal  restrictions  on  state  taxation  of  multinationals.  Such  a  new  and 
unnecessary  deadline  ignores  the  fact  that  legislative  and  executive  action  by  both  the 
federal  and  state  governments  may  well  require  more  than  eleven  months  to  complete. 
Moreover,  this  recommendation  is  at  odds  with  the  Working  Group's  decision  that 
water's  edge  combination,  in  the  words  of  the  Chairman's  Report,  "would  be  imple- 
mented by  state  action  rather  than  by  federal  restrictions."  We  reiterate  our  own 
opposition  to  federal  restrictions  on  the  states'  authority  to  design  their  tax  policies. 

The  Chairman's  Report  accurately  describes  most  of  the  areas  of  agreement  and 
disagreement  among  Working  Group  members.  However,  in  a  few  key  areas,  the 
Chairman's  Report  is  significantly  different  from  the  report  that  all  the  state 
members  agreed  to  sign.  We  believe  that  the  attached  state  report  reflects  the  states' 
proposals  and  views  more  accurately,  fully,  and  fairly  than  does  the  Chairman's 
Report. 
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Most  importantly,  in  Section  tf-  (p.  9),  the  Chairman's  report  says  that  the 
Working  Group  "agreed"  to  "Principle  One:  Water's  edge  unitary  combination  for  both 
U.S.  and  foreign  based  companies."  In  fact  the  state  members  agreed  to  "Water's 
edge"  only  "under  certain  conditions,"  (emphasis  added)  which  are  outlined  above  and 
detailed  in  Options  2,  3,  and  6. 

Second,  the  Chairman's  Report  adds  an  item  "3.  Qualification  of  Federal 
Assistance"  to  the  list  of  Common  Elements  in  Options  Two-Six  developed  by  the  staff 
Task  Force.  This  item  bars  federal  assistance  to  states  in  cases  in  which  multina- 
tionals are  allowed  to  use  worldwide  combination  to  lower  their  state  taxes.  This 
restriction  was  not  included  in  any  of  the  Options  considered  by  the  Working  Group 
and,  therefore,  is  not  a  Common  Element. 

Third,  in  Section  ^,  under  Areas  of  Disagreement  (p.  10),  the  Chairman's  Report 
does  not  mention  two  differences  between  the  options  endorsed  by  state  members  and 
those  endorsed  by  multinational  members.  The  state,  but  not  the  multinational 
business,  options  include:  "preservation  of  the  states'  right  to  require  worldwide 
unitary  if  the  courts  give  multinational  corporations  the  constitutional  right  to  use  it" 
and  "federal  action  to  create  a  de  minimus  threshold  for  measuring  taxable  presence." 

The  other  major  differences  between  the  Chairman's  report  and  the  report  we 
agreed  to  sign  concern  explanations  of  the  options  proposed  by  state  and  business 
members.   They  include: 

The  view  of  critics  of  separate  accounting  that  it  is  not  an  internationally 
accepted  standard.   (Section  3,  p.  8) 

The  state  view  that,  since  the  multinationals'  Options  'f  and  5  would  not  define 
water's  edge  combination  as  coextensive  with  the  federal  tax  base,  the  capacity 
of  federal  auditors  to  protect  the  state  tax  base  would  be  limited.  (Annex  D,  p. 
^6) 

The  state  view  that,  at  the  state  as  well  as  at  the  federal  level,  a  tax  exemption 
for  foreign  dividends  is  appropriate  only  when  the  underlying  income  has  been 
subject  to  tax  by  the  same  jurisdiction.  Likewise,  there  is  no  reason  to  exempt 
these  dividends  when  they  are  paid  to  multinationals  while  continuing  to  tax  the 
same  dividends  when  they  are  paid  to  individuals  and  smaller  businesses. 
(Section  ^,  p.  12) 

The  fact  that,  in  1980,  a  Treasury  Department  official  pointed  out  that  giving  a 
state  tax  exemption  to  foreign  dividends,  while  domestic  income  is  subject  to 
both  state  and  federal  tax,  would,  "favor  foreign  over  United  States  investment." 
(Section  't,  p.  11) 

The  state  view  that,  since  international  double  taxation  of  foreign  dividends  is 
alleviated  doUar-for-dollar  by  the  foreign  tax  credit,  additional  state  tax  relief 
would  be  duplicative  and  unjustified.   (Section  it,  p.  12) 

The  fact  that  the  multinationals'  Option  5  provides  preferential  treatment  of 
interest,  royalties,  and  other  income  which  is  U.S.  income  exempt  from  most 
foreign  taxes.   (Annex  D,  p.  ^8) 
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We  appreciate  having  had  the  opportunity  to  participate  in  this  productive  and 
cooperative  effort  and  look  forward  to  working  with  you  to  have  our  recommendations 
implemented. 


George  Deukmejian 

Governor 

State  of  California 


H.  Lee  Moffitt 
Speaker  of  the  House 
State  of  Florida 


Scott  M.  Matheson 
Governor 
State  of  Utah 


>^ 


Owen  T.  Clarke 
National  Association  of 
Tax  Administrators 


John  B.  Tud<er 
Speaker  of  the  House 
State  of  New  Hampshire 


JX^£.lJdf^ 


David  E.  Nething 

Vice  President 

National  Conference  of  State  Legislatures 


Kent  Conrad 

Chairman 

Multistate  Tax  Commission 
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June  22,  1984 


The  Honorable 
Ronald  W.  Reagan 
The  White  House 
Washington,  D.C. 

Dear  Mr.  President: 

We,  the  undersigned  Members  of  the  Working  Group,  do  hereby 
present  this  Report  of  the  Worldwide  Unitary  Taxation  Working 
Group:   Activities,  Issues,  and  Recommendations  for  your 
consideration. 


Respectfully  submitted. 


Geor^  Deukmejian  ^ 
Governor 

ie  of  California 


Scott  M.  Matheson 

Governor 

State  of  Utah 


hcyhpson 
vernor   "' 
State  of  Illinois 

Kent  Conrad 

Chairman 

Multistate  Tax  Commission 


£ 


John   B.    Tjrfcker 
Speaker   of   the   House 
State  of    New   Hampshire 


Speak^^r/of   the   Ho'use 
State  of   Florida 


JX^^./Jd^^^        ^m^Ji^^iJc 


David  E.  Nething 
Vice  President 
National  Conference 
of  State  Legislatures 


/bwen   T.    Clarke 

National  Association 
of  Tax  Administrators 
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Section  1 
INTRODUCTION 


State  governments  in  the  United  States  have  traditionally 
used  a  formula  apportionment  method  to  determine  an  individual 
state's  share  of  the  taxable  income  of  a  single  corporation  that 
operates  across  state  or  national  borders.  Under  this  approach, 
a  portion  of  the  income  of  a  single  corporation  considered  to  be 
engaged  in  a  "unitary"  business  is  attributed  or  "apportioned"  to 
the  taxing  state  on  the  basis  of  relative  levels  of  business  ac- 
tivity. If,  for  example,  10  percent  of  the  corporation's  total 
unitary  business  activities  (generally  measured  by  payroll,  prop- 
erty, and  sales)  occur  in  a  particular  state,  then  10  percent  of 
the  corporation's  total  income  would  be  subject  to  that  state's 
corporate  income  tax. 

The  unitary  apportionment  method  is  used  by  all  forty-five 
states  that  levy  corporate  income  taxes  to  divide  the  taxable 
income  of  a  single  corporation  operating  across  state  or  national 
borders.  Roughly  one-half  of  the  corporate  income  tax  states  al- 
so use  the  unitary  apportionment  method  to  determine  their  share 
of  the  income  of  multicompany  firms  operating  across  state  lines 
through  subsidiaries.  These  states,  in  other  words,  apply  an  ap- 
portionment formula  to  the  combined  income  and  business  activi- 
ties of  related  U.S.  corporations  forming  a  unitary  business.  In 
turn,  about  one-half  of  these  states  that  combine  domestic  corpo- 
rations engaged  in  a  unitary  business  also  include  foreign  corpo- 
rations that  are  part  of  a  "unitary"  business  in  the  company's 
"combined  report"  of  income.  It  is  these  twelve  states  that  use 
the  so-called  worldwide  unitary  method  of  taxation. 

Under  this  method,  the  income  from  related  domestic  or  for- 
eign corporations  that  are  part  of  a  "unitary"  business  is  com- 
bined to  determine  the  total  income  of  the  unitary  corporate 
group.  A  share  of  this  combined  income  is  then  assigned  or  ap- 
portioned to  the  worldwide  unitary  tax  state  on  the  basis  of 
relative  levels  of  business  activity.  If  10  percent  of  the  total 
or  worldwide  business  activities  of  the  entire  unitary  business 
occur  in  a  particular  state,  then  10  percent  of  the  group's 
worldwide  combined  income  would  be  taxable  by  that  state. 

The  alternative  to  the  worldwide  unitary  method  is  separate 
accounting.  It  determines  the  income  of  commonly-controlled 
corporations  on  a  corporation-by-corporation  basis  and  does  not 
take  into  consideration  the  income  of  affiliated  corporations  not 
doing  business  within  the  taxing  jurisdiction.  The  separate 
accounting  method  allocates  income  among  related  corporations 
according  to  "arm's  length"  or  unrelated  party  prices.  The 
separate  accounting  method  requires  the  prices  of  transactions 
between  corporations  under  common  ownership  to  be  set  as  if  the 
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corporations  were  unrelated.  In  the  international  context,  this 
method  is  used  by  the  federal  government,  by  virtually  all 
foreign  governments  with  which  the  United  States  has  an  active 
trade  or  investment  relationship,  and  by  thirty-three  of  the 
forty-five  states  that  impose  a  corporate  income  tax. 

Multinational  corporations  that  oppose  the  worldwide  unitary 
method  and  foreign  governments  allege  that  this  method  of  taxa- 
tion leads  to  state  taxation  of  foreign  source  income  and  is  at 
variance  with  the  internationally-accepted  separate  accounting 
method  for  avoiding  double  taxation.  Foreign-based  multination- 
als contend  that  use  of  the  method  imposes  substantial  adminis- 
trative burdens  because  of  the  need  to  translate  their  entire 
foreign  operations  into  U.S.  currency  and  to  conform  them  to  U.S. 
accounting  rules.  Since  U.S. -based  multinationals  must  report 
their  worldwide  operations  for  federal  income  tax  purposes,  they 
express  a  lesser  level  of  concern  over  the  administrative  prob- 
lems perceived  associated  with  worldwide  unitary. 

Proponents  of  the  worldwide  unitary  method,  including  state 
governments,  small  business  groups,  and  a  few  multinational  cor- 
porations, believe  that  it  is  the  more  accurate  and  fair  way  to 
measure  the  in-state  income  of  multinationals.  They  point  to  the 
U.S.  Supreme  Court's  1983  decision  in  Container  Corporation  of 
Amer  ica  v.  Franchise  Tax  Board  (No.  81-253)  to  support  their 
position  that  it  is  fair  and  proper  and  does  not  result  in  the 
taxation  of  foreign  source  income.  According  to  its  proponents, 
the  worldwide  unitary  method  is  no  more  administratively  burden- 
some than  the  separate  accounting  method  since  much  of  the  neces- 
sary data  is  already  prepared  by  U.S.  multinationals  for  federal 
tax  purposes.  Since,  they  note,  worldwide  unitary  combination  is 
merely  the  logical  extension  of  formula  apportionment,  as  applied 
domestically,  and  formula  apportionment  is  applied  to  small  busi- 
nesses, multinationals  should  be  treated  the  same.  Worldwide 
unitary  proponents  also  contend  that  the  separate  accounting 
system  permits  multinational  businesses  to  artificially  shift 
profits  from  high  to  low  tax  jurisdictions.  Proponents  contend 
that  separate  accounting  permits  multinational  businesses  to 
shift  reported  income  artificially  so  that  it  escapes  taxation. 
They  believe  that  the  federal  experience  with  the  "arm's-length" 
method  demonstrates  the  administrative  problems  it  poses  for  both 
states  and  taxpayers  because  of  the  difficulty  of  determining 
"arm's-length"  prices.  They  also  argue  that  the  arm's-length 
method  is  conceptually  flawed  in  that  it  fails  to  account  for 
synergistic  profits  or  to  reflect  the  way  businesses  actually 
operate.  Finally,  the  states  believe  that  they  should  be  free 
from  federal  interference  in  establishing  their  fiscal  systems. 

Debate  at  the  federal  level  on  this  issue  spans  at  least  two 
decades.  In  its  June  27,  1983,  decision  in  Container,  the  U.S. 
Supreme  Court  upheld  California's  right  to  use  the  worldwide 
unitary  method  of  taxation  as  applied  to  U.S. -based  multination- 
als.   In  the  wake  of  the  Conta  iner  decision,  members  of  the 
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business  community  and  major  trading  partners  of  the  United 
States  renewed  their  objections  to  the  worldwide  unitary  tax 
method  and  urged  the  Administration  to:  (1)  file  a  memorandum 
with  the  Supreme  Court  as  amicus  curiae  in  support  of  a  rehearing 
in  the  Container  case;  and  (2)  support  federal  legislation  that 
would  limit  or  prohibit  worldwide  combined  taxation.  Others, 
including  state  government  officials,  small  business  groups,  a 
small  number  of  multinational  corporations,  and  labor  organiza- 
tions, urged  the  Administration  to  oppose  federal  restrictions  on 
the  worldwide  unitary  method. 

The  Administration  responded  to  these  requests  by  establish- 
ing, in  mid-July,  a  Cabinet  Council  on  Economic  Affairs  (CCEA) 
Working  Group  to  identify  the  federal  and  state  government 
interests  in  the  worldwide  unitary  method  of  taxation  and  to 
develop  possible  options.  The  CCEA  study  group  was  chaired  by 
the  Treasury  Department  and  had  representatives  from  the  fol- 
lowing departments  and  agencies:  Council  of  Economic  Advisors, 
Commerce,  Housing  and  Urban  Development,  Justice,  Labor,  Office 
of  Policy  Development  (White  House),  State,  Transportation,  and 
the  U.S.  Trade  Representative.  Based  on  that  review,  a  series  of 
options  were  developed  and  forwarded  to  the  CCEA  and  to  President 
Reagan  for  decision. 

On  September  23,  1983,  Treasury  Secretary  Regan  announced 
President  Reagan's  decision  to  refrain  from  filing  a  motion  for 
rehearing  in  Container  and  to  establish  a  Working  Group  composed 
of  representatives  of  the  federal  government,  state  governments, 
and  the  business  community.  According  to  the  Treasury  Department 
News  Release  announcing  its  formation,  the  Group,  chaired  by 
Secretary  Regan,  was  "charged  with  producing  recommendations  ... 
that  will  be  conducive  to  harmonious  international  economic  rela- 
tions, while  also  respecting  the  fiscal  rights  and  privileges  of 
the  individual  states." 

On  September  30,  Secretary  Regan  invited  representatives  of 
groups  involved  in  the  states'  use  of  the  worldwide  unitary 
method  of  taxation  to  an  October  7th  meeting  to  discuss  the  for- 
mation of  the  Working  Group.  The  membership  of  the  Working  Group 
was  announced  by  Secretary  Regan  on  October  28  and  the  first 
meeting  scheduled  for  November  2.  (The  membership  list  is  Annex 
A  to  this  report.) 
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Section  2 
WORKING  GROUP  AND  TASK  FORCE  ACTIVITIES 


The  Worldwide  Unitary  Taxation  Working  Group  held  its  initial 
meeting  on  November  2,  1983,  in  the  Cash  Room  of  the  Treasury 
Department.  Secretary  Regan  explained  that  the  objective  of  the 
Group  was  to  arrive  at  a  consensus-based  recommendation  which  he 
could  convey  to  the  President.  After  summarizing  the  issues 
presented  by  the  use  of  the  unitary  method.  Secretary  Regan  noted 
that  "in  the  absence  of  a  finding  of  a  constitutional  violation, 
under  our  federal  system,  states  have  wide  latitude  in  the  taxa- 
tion of  income  unless  explicitly  restricted  by  federal  legisla- 
tion." However,  he  observed  "the  effects  of  the  use  of  the 
worldwide  unitary  method  may  interfere  with  the  foreign  commerce 
of  the  United  States,  so  this  becomes  a  matter  of  vital  federal 
interest."  The  Working  Group  discussed  the  relative  merits  of 
the  worldwide  unitary  and  separate  accounting  methods,  its  per- 
ceptions of  the  problems,  the  objections  of  foreign  governments, 
and  the  concerns  of  other  interested  parties,  including  small 
businesses  and  labor.  At  its  first  meeting,  the  Working  Group 
established  a  staff  or  technical-level  Task  Force  to  thoroughly 
review  the  issues  and  develop  options  for  decision  by  the  Working 
Group. 

The  Working  Group  held  its  second  meeting  in  the  Treasury 
Department  on  December  6  and  received  a  Status  Report  on  the  Task 
Force's  activities.  At  that  meeting,  the  Working  Group  reviewed 
perceived  problems  with  both  the  worldwide  unitary  and  separate 
accounting  methods  of  taxation  and  instructed  the  Task  Force  to 
develop  options  for  voluntary  state  action  and  to  defer  consid- 
eration of  restrictive  or  preemptive  federal  legislation.  The 
decision  on  federal  legislation  reflected  a  shared  view  by  both 
the  state  and  business  members  of  the  Working  Group  that  a  co- 
operative voluntary  approach  based  on  consensus  offered  the  best 
choice  of  obtaining  a  solution  to  the  difficult  problems  before 
the  Group.  Secretary  Regan  indicated  that  the  Working  Group 
would  still  be  free  to  consider  a  federal  legislative  alternative 
if  it  failed  to  arrive  at  a  suitable  consensus. 

A  corollary  of  the  Working  Group's  December  6th  decision  that 
the  Task  Force  should  defer  consideration  of  a  legislative  solu- 
tion was  its  agreement  to  give  the  Task  Force  a  broad  and  compre- 
hensive mandate,  instructing  it  to  consider  the  impact  of  the 
worldwide  unitary  method  on  U.S.,  as  well  as  foreign,  based  mul- 
tinationals. Summarizing  the  Working  Group  discussion.  Secretary 
Regan  said  the  Task  Force  "should  examine  the  taxation  problem  in 
its  broadest  aspects,  as  regards  multinational  corporations, 
whether  foreign  or  domestic  ...  and  the  implications  ...  on  our 
international  relationships  ...  as  well  as  on  states'  revenues 
and  states'  rights." 
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The  Task  Force  of  the  Worldwide  Unitary  Taxation  Working 
Group  was  composed  of  representatives  of  the  Working  Group  mem- 
bers. (The  list  of  Task  Force  members  is  Annex  B  to  this 
report.)  During  its  tenure,  the  Task  Force  held  145  hours  of 
meetings  on  20  separate  days.  In  addition  to  an  organizational 
meeting  on  November  7,  1983,  the  Task  Force  met  on  Tuesday, 
November  15,  through  Thursday,  November  17,  1983,  inclusive; 
Tuesday,  November  29,  through  Thursday,  December  1,  inclusive; 
Tuesday,  December  6,  and  Wednesday,  December  7;  Tuesday,  January 
10,  through  Thursday,  January  12,  1984,  inclusive;  Tuesday, 
January  31,  through  Thursday,  February  2,  inclusive;  Tuesday, 
February  14,  and  Wednesday,  February  15;  and  Tuesday,  March  20, 
through  Thursday,  March  22,  inclusive. 

Roughly,  the  first  one-half  of  these  meetings  was  devoted  to 
receiving  the  views  of  interested  parties  not  directly  repre- 
sented on  the  Working  Group.  In  a  series  of  open  and  closed 
hearings,  forty-seven  separate  individuals  or  groups  presented 
testimony  to  the  Task  Force.  The  witnesses  included  the  Govern- 
ment of  Japan,  the  United  Kingdom's  Board  of  Inland  Revenue,  the 
Internal  Revenue  Service,  the  General  Accounting  Office,  the  U.S. 
Treasury's  Office  of  International  Tax  Counsel  and  Office  of  Tax 
Analysis,  the  Congressional  Joint  Committee  on  Taxation,  state 
tax  administrators,  eight  U.S.  business  firms,  eight  foreign- 
based  business  firms,  seven  business  or  trade  associations,  in- 
cluding three  with  predominantly  foreign  membership,  three  labor 
organizations,  three  public  interest  groups,  two  small  business 
associations,  several  attorneys  and  accountants,  and  a  specialist 
on  the  constitutional  aspects  of  federalism.  In  addition,  at 
least  thirty  highly-informative  written  statements  were  received 
from  a  diverse  group  of  private  witnesses  not  choosing  to  appear 
before  the  Task  Force  in  a  personal  capacity.  The  Task  Force 
also  received  written  statements  from  the  Governments  of 
Australia,  Belgium,  Canada,  the  Federal  Republic  Germany,  the 
Netherlands,  Switzerland,  the  United  Kingdom,  the  ten-member 
European  Community,  and  from  the  European  Commission.  The  Task 
Force  spent  the  other  half  of  its  meetings  digesting  and  analyz- 
ing the  testimony  and  information  it  received  and  in  developing 
options  for  the  Working  Group. 

The  agendas  of  the  Task  Force  meetings,  which  are  included  as 
Annex  C  to  this  report,  provide  specific  details  on  the  delibera- 
tions of  the  Task  Force. 

The  Working  Group  held  its  third  and  final  meeting  in  the 
Treasury  Department  on  May  1  and  received  a  report  on  options 
developed  by  the  Task  Force.  These  options,  which  are  presented 
in  Annex  D,  were  discussed  and  debated  by  the  Working  Group  at 
the  May  1  meeting.  The  decisions  reached  by  the  Working  Group 
are  explained  in  Section  Four  of  this  report.  Recommendations  and 
Unresolved  Issues.  Separate  views  by  Working  Group  members  ap- 
pear as  Annex  F  to  the  Report. 
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Section  3 
ISSUES 


The  material  and  testimony  presented  to  the  Working  Group's 
Task  Force  identified  and  described  the  following  specific  issues 
related  to  the  worldwide  unitary  and  separate  accounting  methods 
of  taxation. 


Concerns  of  critics  of  worldwide  unitary 

Compared  to  separate  accounting,  it  may  distort  the  measure- 
ment of  taxable  income.  It  may  result  in  either  over  or 
under  taxation. 

Because  of  possible  income  and  factor  distortion  for  both 
U.S.-  and  foreign-based  companies,  it  may  interfere  with  in- 
ternational trade  and  investment  flows  and  harm  the  competi- 
tive position  of  U.S.  industry. 

Because  of  a  relatively  larger  proportion  of  foreign  to  U.S. 
activities,  the  income  distortion  may  be  greater  for  foreign- 
based  multinationals  than  for  domestic-based  groups. 

It  departs  from  the  internationally-accepted  standard  of  tax- 
ation, which  is  based  on  arm's-length  or  separate  accounting 
principles . 

It  has  given  rise  to  vigorous  objections  and  retaliatory 
threats  by  both  foreign  governments  and  foreign  business. 

It  is  administratively  burdensome,  especially  for  a  foreign- 
based  multinational  which  must  report  its  worldwide  income 
and  apportionment  factors  in  U.S.  dollars  under  tax  account- 
ing principles  used  by  various  states.  A  U.S.  subsidiary  may 
not  have  access  to  the  necessary  information  relating  to  the 
activities  of  its  foreign  parent  and  sister  subsidiaries. 

The  absence  of  a  consistent  and  appropriate  definition  of  a 
unitary  business  may  give  rise  to  an  unacceptable  degree  of 
taxpayer  uncertainty. 

The  General  Accounting  Office  concluded  that  the  states  use  a 
"bewildering  variety  of  rules"  in  taxing  multistate  and 
multinational  corporations  and  that  this  raises  issues  of 
international  tax  policy  and  states'  rights  that  should  be 
resolved  by  the  U.S.  Congress. 
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Concerns  of  critics  of  separate  accounting 

Compared  to  worldwide  unitary,  it  may  distort  the  measurement 
of  taxable  income.  It  may  result  in  either  over  or  undertax- 
ation. 

Because  of  the  difficulties  in  getting  accurate  information 
from  foreign-based  multinationals,  distortion  may  be  greater 
for  foreign-based  multinationals  than  for  U.S. -based  ones. 

lead  to  under- 

e  corporate  tax 

a  competitive 

Because  of  the  economic  interdependence  created  by  shared 
expenses,  economies  of  scale,  and  other  factors  within  a 
multinational,  separate  accounting  may  fail,  even  in  theory, 
to  measure  income  accurately. 


Provisions  protecting  the  confidentiality  of  tax  information 
in  current  exchange  of  information  agreements  between  the 
United  States  and  foreign  governments  may  prevent  the  federal 
government  from  sharing  with  the  states  the  information 
received  from  other  countries  which  would  assist  in  verifying 
the  allocation  of  income  between  affiliated  firms  determined 
under  separate  accounting. 

The  absence  of  consistent  and  appropriate  ways  to  determine 
"arm's-length"  prices  may  create  an  unacceptable  degree  of 
taxpayer  uncertainty. 

Separate  accounting  departs  from  the  accepted  method  of  state 
taxation,  which  is  based  on  apportionment  and  the  unitary 
business  principle. 

Separate  accounting  is  not  an  internationally-accepted 
standard  since,  while  most  industrial  nations  have  signed  tax 
treaties  committing  themselves  to  the  arm's-length  theory, 
the  rules  and  level  of  implementation  are  not  uniform. 

Separate  accounting  has  been  criticized  by  Congress'  General 
Accounting  Office  and  others  for  failing  to  provide  consist- 
ent, equitable  measurement  of  income. 
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Section  4 
RECOMMENDATIONS  AND  UNRESOLVED  ISSUES 


The  Task  Force  developed  six  options  for  the  Worldwide  Unitary 
Taxation  Working  Group  to  consider.  The  options  are  presented  in 
Annex  D.  Option  One  would  apply  solely  to  foreign-based  multina- 
tional corporations  while  Options  Two  through  Six  would  limit  the 
unitary  method  to  the  water's  edge.  While  Options  Two  through  Six 
contain  many  common  elements,  they  differ  in  several  areas,  most 
notably  in  the  proper  state  tax  treatment  of  dividends  received 
from  foreign  subsidiaries  and  of  U.S.  corporations  with  predomi- 
nantly foreign  business  operations. 

The  Three  Principles  of  Agreement 

Although  the  Working  Group  did  not  reach  agreement  on  any  of 
the  six  options  developed  by  the  Task  Force,  it  was  able  to  agree 
on  a  set  of  principles  to  guide  in  the  formulation  of  state  tax 
policy.  The  Working  Group  recommends  that  the  design  of  state  tax 
policy  in  this  area  be  based  on  these  three  principles: 

Principle  One:   Water's  edge  unitary  combination  for  both  U.S. 

and  foreign  based  companies  under  certain 
cond 1 tions . 

This  principle  would  be  implemented  by  state  action  rather 
than  federal  restrictions.  The  water's  edge  definition  relied 
upon  by  the  Working  Group  in  recommending  this  principle  is 
described  in  Section  A  and  in  Options  2,  4,  and  6  of  Annex  D. 
State  legal  and  procedural  and  taxpayer  information  requirements 
to  promote  full  disclosure  for  water's  edge  purposes  are  listed 
in  Sections  B  and  E  and  in  Options  2,  4,  and  6,  respectively,  of 
Annex  D.  Situations  in  which  it  would  be  permissible  for  states 
to  depart  from  the  water's  edge  definition  and  use  worldwide  uni- 
tary combination  are  explained  in  Section  C  and  in  Options  2,  4, 
and  6  of  Annex  D.  The  conditions  under  which  water's  edge  is  ac- 
ceptable to  the  state  representatives  are  set  forth  in  Options  2, 
3,  and  6  of  Annex  D.  The  conditions  under  which  water's  edge  is 
acceptable  to  the  business  representatives  are  set  forth  in  Op- 
tions 4  and  5  of  Annex  D. 

Principle  Two:   Increased  federal  administrative  assistance  and 

cooperation  with  the  states  to  promote  full  tax- 
payer disclosure  and  accountability. 

As  a  condition  for  the  states  limiting  unitary  combination  to 
the  water's  edge,  the  federal  government  will  adopt  the  following 
actions,  which  are  described  fully  in  sections  D,  F,  G,  H,  and  I, 
respectively,  of  Annex  D: 

1.  Domestic  Disclosure  Spreadsheet; 

2.  Exchange  of  Information; 

3.  Federal  Assistance; 
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4.  IRS  Audit  Activity;  and 

5.  Joint  Study. 

In  Treasury's  view,  substantial  compliance  with  the  provisions  of 
Options  Two  through  Six  would  qualify  a  state  for  the  federal 
assistance  described  in  the  sections  of  Annex  D  listed  above. 

Principle  Three:   Competitive  balance  for  U.S.  and  foreign  multi- 
nationals and  purely  domestic  businesses. 

State  tax  policy  should  maintain  competitive  balance  among 
all  business  taxpayers,  including  foreign  multinationals,  U.S. 
multinationals,  and  purely  domestic  businesses.  Individual 
states  should  avoid  harming  U.S.  firms  by  any  actions  that  would 
place  U.S.  business  at  a  competitive  disadvantage  relative  to  its 
foreign  competitors.  Similarly,  purely  domestic  business  should 
not  be  harmed  by  any  state  tax  policy  that  treats  a  U.S. -based 
multinational  more  favorably  than  a  U.S.  business  with  no  foreign 
operations.  State  tax  policy,  in  other  words,  should  not  dis- 
criminate between  U.S.  and  foreign  firms,  or  between  U.S.  firms 
with  and  without  foreign  operations.  The  Working  Group  makes  no 
recommendations  to  the  states  as  how  to  achieve  competitive 
balance  and  expects  that  decision  to  be  made  by  each  state. 

The  Working  Group  emphasizes  that  implementation  of  these 
three  Principles  is  dependent  on  resolution  of  the  issues  involv- 
ing foreign  dividends  and  "80/20"  corporations.  The  business 
group  endorses  the  above  Principles  only  with  respect  to  those 
states  whose  tax  practices  are  in  compliance  with  Principles  One 
and  Three.  The  state  group  endorses  the  above  Principles  only  on 
the  understanding  that  Principle  One  is  conditioned  on  compliance 
with  Principles  Two  and  Three. 

Areas  of  Disagreement 

While  the  Working  Group  reached  a  consensus  on  the  above 
recommendations,  the  issues  dealing  with  foreign  dividends  and 
"80/20"  corporations  were  not  resolved.  These  issues  remain  to 
be  decided  on  a  state-by-state  basis. 

Foreign  Dividends 

The  Working  Group  did  not  arrive  at  a  consensus  recommenda- 
tion for  state  taxation  of  dividends  received  by  a  U.S.  corpora- 
tion from  a  foreign  subsidiary. 

State  Position 

The  state  representatives  on  the  Working  Group  believe  that 
states  should  retain  the  right  to  tax  dividends  paid  to  U.S.  mul- 
tinationals by  their  foreign  subsidiaries  because: 

1.  Dividends  paid  by  foreign  corporations  to  any  other 
state  taxpayer,  whether  an  individual  or  an  unaffili- 
ated business,  are  subject  to  income  tax  in  the  major- 
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ity  of  states.  Exempting  foreign  dividends  from  state 
taxation  when  they  are  paid  to  a  U.S.  parent  corpora- 
tion, but  not  when  they  are  paid  to  other  taxpayers, 
would  be  unfair  discrimination. 

2.  Giving  a  state  tax  exemption  to  foreign  dividends, 
while  domestic  operating  income  is  subject  to  both 
federal  and  state  tax,  might,  in  the  words  of  a 
Treasury  Department  official  in  1980,  "favor  foreign 
over  United  States  investment."  Such  a  tax  preference 
for  foreign  investment  would  be  unfair  and  detrimental 
to  the  U.S.  economy. 

3.  National  level  income  taxation  is  concurrent  with,  not 
duplicative  of,  state  level  income  taxation.  Thus, 
the  federal  and  state  governments  both  tax  the  same 
incomes  of  individuals  and  businesses.  The  fact  that 
the  income  from  which  foreign  dividends  are  paid  may 
have  been  taxed  by  a  foreign  national  government  is 
not  multiple  taxation  and  is  no  reason  to  exempt  it 
from  state  taxation. 

4.  Taxation  of  foreign  dividends  is  an  established  and 
recognized  tax  policy.  About  two-thirds  of  the  states 
include  at  least  some  foreign  dividends  in  the  tax 
base  of  the  recipient  U.S.  parent  corporation.  Thus, 
the  principle  of  taxing  these  dividends  is  the  norm  in 
state  taxation.  Their  exemption  would  have  a  wide- 
ranging  effect. 

5.  Foreign  dividends  are  an  integral  part  of  the  water's 
edge  income  of  U.S. -based  multinational  corporations. 
The  federal  government  recognizes  this  fact  by  in- 
cluding them  in  the  U.S.  tax  base  for  all  taxpayers. 
Expenses  incurred  by  the  U.S.  parent  company  for  capi- 
tal, management,  research  and  development,  and  the 
like  generate  income  from  foreign  subsidiaries  as  well 
as  domestic  ones.  Since  these  expenses  are  deductible 
for  state  tax  purposes,  the  foreign  dividend  income 
generated  by  those  expenses  should  be  taxable. 

6.  Dividends,  particularly  in  the  foreign  context,  are 
often  surrogates  for  interest,  royalties,  management 
fees,  and  reductions  of  the  cost  of  goods  sold.  Thus, 
to  accurately  measure  income  and  prevent  accounting 
manipulations  to  avoid  taxation,  they  should  be 
treated  the  same  for  tax  purposes. 

7.  Taxing  purely  domestic  and  smaller  businesses  on  100 
percent  of  their  federal  income  tax  bases  while 
exempting  a  substantial  part  of  the  federal  tax  bases 
of  multinationals  would  significantly  reduce  state 
revenues  and  increase  the  share  of  the  corporate  tax 
burden  carried  by  purely  domestic  and  smaller  busi- 
ness, thereby  discriminating  against  them. 
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8.  At  the  federal  level,  international  double  taxation  of 
dividends  from  foreign  subsidiaries  is  alleviated  by 
the  foreign  tax  credit.  Exempting  foreign  dividends 
from  state  taxation  would  duplicate  federal  efforts. 
Precisely  because  the  federal  foreign  tax  credit  off- 
sets foreign  income  taxes  on  a  dollar-for-dollar 
basis,  there  is  no  need  for  additional  state  tax  bene- 
fits. In  cases  where  dividends  are  paid  from  earnings 
which  either  were  not  taxed  or  are  subject  to  low  for- 
eign tax  rates,  exemption  would  provide  an  unneeded 
rel ief . 

9.  It  is  misleading  to  compare  proposed  foreign  dividend 
exemptions  to  federal  and  state  tax  deductions  for 
dividends  paid  by  subsidiaries  already  taxed  by  that 
jurisdiction.  Except  when  the  particular  state  has 
already  taxed  the  underlying  income  of  the  foreign 
subsidiary,  there  is  no  reason  to  exempt  dividends 
paid  to  multinationals  while  continuing  to  tax  the 
same  dividend  when  they  are  paid  to  individuals  and 
smaller  businesses. 

10.  It  is  misleading  to  argue  for  tax  exemption  of  foreign 
dividends  by  claiming  that  state  income  taxes  are 
"source-based."  The  U.S.  Supreme  Court  has  repeatedly 
held  that  the  income  of  a  unitary  business  cannot  be 
geographically  "sourced."  That  is  why  all  45  income 
tax  states  use  formula  apportionment  to  "attribute," 
but  not  to  "source"  income  among  the  states. 

Business  Position 

The  business  representatives  on  the  Working  Group  disagree 
that  foreign  corporate  dividends  are  a  proper  subject  of  state 
taxation.  They  believe  that  these  dividends  should  be  exempt 
from  state  taxation  because: 

1.  Both  federal  and  many  state  laws  distinguish  between 
the  situation  in  which  dividends  are  paid  to  a  corpo- 
ration (the  issue  before  the  Working  Group)  and  the 
one  in  which  dividends  are  paid  to  an  individual 
shareholder.  To  prevent  income  that  is  not  paid  as 
dividends  to  individual  shareholders  from  being  sub- 
ject to  multiple  levels  of  taxation,  both  federal  and 
many  state  laws  allow  a  generous  deduction  for  divi- 
dends received  by  one  U.S.  corporation  from  another. 
Generally  speaking,  these  dividends  are  only  subject 
to  full  taxation  when  they  are  received  by  the  indivi- 
dual investor.  This  policy  is  followed  because  the 
operating  income  out  of  which  the  dividends  are  paid 
already  is  subject  to  federal  and  state  tax  when 
earned  by  the  dividend-paying  corporation.  In  con- 
trast, subjecting  foreign  dividends  to  state  taxation 
when  received  by  a  U.S.  corporation  would  result  in 


state  Members  -  Page  18 


-  12  - 


multiple  taxation  of  income  that  remains  in  corporate 
form  and  has  not  been  paid  to  individual  shareholders. 
The  income  out  of  which  the  dividends  are  paid  has 
been  taxed  in  the  foreign  jurisdiction  and  the  divi- 
dends usually  have  borne  a  withholding  tax  levied  at 
source  by  the  foreign  jurisdiction. 

2.  The  1980  Treasury  Department  statement  about  favoring 
foreign  over  U.S.  investment,  which  was  not  repeated 
in  subsequent  Treasury  testimony  on  the  same  subject, 
compared  domestic  income  that  had  borne  both  federal 
and  state  income  tax  with  foreign  income  that  had  not 
been  taxed  at  a  commensurate  level.  To  the  extent 
foreign  tax  rates  approximate  the  combined  federal  and 
state  rates  in  the  United  States,  as  many  do,  no  pref- 
erence for  foreign  investment  would  result  from  ex- 
empting foreign  dividends. 

3.  It  is  misleading  to  assert  that  foreign  dividends  are 
part  of  the  federal  tax  base  for  all  taxpayers.  While 
foreign  dividend  income  is  included  in  a  U.S.  corpora- 
tion's taxable  income,  federal  law  allows  a  credit 
against  U.S.  tax  for  foreign  taxes  imposed  on  both  the 
dividends  and  the  underlying  corporate  income  out  of 
which  the  dividends  are  paid.  Frequently,  dividends 
paid  by  a  foreign  corporation  bear  a  foreign  tax  in 
excess  of  the  combined  federal  and  state  rates  in  the 
United  States.  In  this  case,  to  avoid  double  taxa- 
tion, no  federal  income  tax  is  imposed  on  the  foreign 
dividend  income.  An  unreasonable  tax  burden  results 
if  the  states  do  not  follow  federal  practice  and 
exempt  these  dividends. 

4.  Unlike  the  federal  system  of  taxation,  which  is  based 
on  residence  or  place  of  incorporation,  state  corpo- 
rate tax  laws  are  source  or  location  based.  Their 
objective  is  to  tax  income  "sourced"  in  or  "attribut- 
able" to  a  particular  state.  Dividends  paid  by  a 
foreign  corporation  having  no  business  presence  in  a 
state  and  out  of  income  earned  in  a  foreign  country 
should  be  beyond  the  pale  of  a  tax  system  designed  to 
tax  income  attributable  to  economic  activity  occurring 
in  that  state. 

5.  Taxation  of  foreign  corporate  dividends  discriminates 
against  and  interferes  with  the  flow  of  investment 
across  national  boundaries  and  places  U.S. -based  busi- 
ness at  a  clear-cut  disadvantage  in  competing  with 
foreign  firms. 

6.  Foreign  dividends  should  not  be  subject  to  state  taxa- 
tion as  a  way  of  adjusting  for  perceived  income  shift- 
ing to  low  tax  jurisdictions.  If  this  is  a  problem, 
it  should  be  attacked  directly,  as  it  is  at  the  fed- 
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eral  level,  through  separate  accounting  enforcement 
tools  such  as  Sections  482  and  861,  and  Subpart  F  of 
the  Code. 

7.  Foreign  dividends  should  not  be  subject  to  taxation 
merely  to  raise  revenue  or  to  offset  perceived  revenue 
losses  from  not  taxing  foreign  income  under  the  world- 
wide unitary  method.  Responding  to  state  revenue  con- 
cerns, the  business  members  of  the  Working  Group  have 
indicated  the  willingness  of  the  business  community  to 
develop  alternative  non-dividend  state  revenue  sources 
from  business  income. 

8.  The  foreign  tax  credit  does  not  offset  all  foreign 
taxes.  In  particular,  it  does  not  offset  foreign 
taxes  levied  at  rates  higher  than  those  in  the  United 
States.  Piling  state  dividend  taxes  on  top  of  un- 
relieved foreign  taxes  is  unfair  and  discriminatory. 

ACIR  Position 

The  Advisory  Commission  on  Intergovernmental  Relations  pro- 
poses that  states  pursue  a  nondiscriminatory  policy  with  respect 
to  the  taxation  of  foreign  and  domestic  dividends.  That  is,  each 
state  should  seek  parity  in  the  tax  treatment  of  foreign  and 
domestic  dividends  received  by  U.S.  corporations. 

"80/20"  Corporations 

In  addition  to  the  foreign  dividends  issue,  the  Working  Group 
did  not  arrive  at  a  consensus  recommendation  for  state  taxation 
of  U.S.  corporations  with  primarily  foreign  operations,  popularly 
known  as  "80/20"  corporations.  The  "80/20"  corporations  referred 
to  in  the  options  developed  by  the  Task  Force  are  U.S.  corpora- 
tions with  at  least  80  percent  of  their  payroll  and  property  out- 
side the  United  States.  This  definition  is  different  from  the 
one  used  by  the  federal  government,  which  is  based  on  the  per- 
centage of  foreign  income  measured  by  federal  source  rules. 

State  Position 

The  state  representatives  on  the  Working  Group  believe  that 
all  U.S.  corporations  should  be  treated  as  being  within  the 
water's  edge,  regardless  of  the  source  of  their  income  as  deter- 
mined under  federal  law  or  the  location  of  their  business  activ- 
ities because: 

1.  The  essence  of  the  water's  edge  concept  is  that  corpo- 
rate subsidiaries  incorporated  in  the  United  States, 
doing  business  in  the  United  States,  and  included  in  a 
U.S.  multinational's  federal  tax  return  should  be 
within  the  water's  edge.  The  exclusion  of  certain 
U.S.  subsidiaries  because  arbitrary  percentages  of 
their  payroll  and  property,  but  not  their  sales,  are 
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outside  the  United  States  undermines  the  entire 
rationale  for  the  water's  edge  approach.  These  sub- 
sidiaries are  managed  in  the  United  States  and  incur 
tax-deductible  expenses  in  the  United  States.  Exclu- 
sion of  these  U.S.  subsidiaries  from  the  water's  edge 
creates  a  significant  opportunity  for  tax  avoidance 
through  corporate  "shellgames . "  For  example,  a  sub- 
sidiary with  100  percent  of  its  sales  in  the  United 
States  could  escape  the  water's  edge  combination  sim- 
ply because  most  of  its  payroll  and  property  is  off- 
shore. 

2.  If  "80/20"  corporations  are  excluded  from  the  water's 
edge  group,  it  will  probably  reduce  the  state  tax  base 
below  the  total  exemption  of  foreign  dividends.  It 
will  permit  income  to  be  placed  beyond  the  water's 
edge  (e.g.,  through  the  formation  of  a  holding  com- 
pany); and  it  will  create  an  incentive  to  invest  in 
foreign  countries  (e.g.,  develop  a  product  in  the 
United  States,  manufacture  at  a  profit  overseas,  and 
sell  at  a  loss  in  the  United  States).  This  could  harm 
business  in  the  United  States  and  destroy  U.S.  jobs. 

3.  When  an  "80/20"  corporation  is  included  in  the  water's 
edge  group,  its  factors  are  also  included  in  the  ap- 
portionment formula,  and  this  results  in  income  being 
assigned  to  those  foreign  activities.  Moreover,  there 
are  no  administrative  or  compliance  problems  because 
these  companies  already  have  to  conform  to  U.S.  ac- 
counting rules  and  make  currency  valuations  for  feder- 
al tax  purposes.  Only  in  rare  circumstances  would  the 
IRS  audit  the  transfer  prices  between  "80/20"  corpora- 
tions and  other  U.S.  corporations  that  are  members  of 
the  consolidated  group.  As  a  result,  it  would  be  un- 
reasonable to  rely  on  IRS  audit  activity  in  this  area, 
and  it  would  create  a  "tax  planning"  opportunity  to 
avoid  state  taxes  by  investing  in  foreign  countries. 

4.  The  business  position  confuses  "80/20"  corporations 
determined  by  the  location  of  payroll  and  property, 
with  IRS  "80/20"  corporations  which  are  determined  by 
"source"  of  income.  The  IRS  only  audits  the  latter, 
as  a  category,  to  determine  the  source  of  income  for 
the  purpose  of  determining  the  limitation  on  the  a- 
mount  of  creditable  foreign  taxes.  This,  of  course, 
is  not  the  same  as  a  Section  482  audit  of  members  of  a 
consolidated  group. 

Business  Position 

The  business  representatives  on  the  Working  Group  believe 
that  U.S.  corporations  with  more  than  80  percent  of  its  business 
activities  measured  by  payroll  and  property  outside  the  United 
States  should  be  excluded  from  the  water's  edge  because: 
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1.  They  are  essentially  foreign  corporations.  While  they 
happen  to  be  incorporated  in  the  United  States,  their 
business  activities  occur  primarily,  perhaps  even  ex- 
clusively, overseas.  The  water's  edge  concept  should 
not  be  based  solely  on  place  of  incorporation,  to  the 
exclusion  of  considering  where  economic  activity  oc- 
curs; a  U.S.  corporation  with  predominantly  foreign 
operations  should  be  treated  the  same  as  a  similarly 
situated  foreign  incorporated  entity.  The  proposed 
foreign  business  activities  test  is  both  substantial 
(80  percent)  and  substantive  (payroll  and  property) . 
This  will  guard  against  the  use  of  "shell"  or  "paper" 
corporations  to  avoid  state  taxes  and  prevent  those 
not  having  primarily  foreign  operations  from  being 
excluded  from  the  states'  tax  bases. 

2.  For  this  purpose,  the  test  of  an  "80/20"  corporation 
depends  on  the  location  of  payroll  and  property.  Al- 
though the  federal  definition  depends,  instead,  on 
source  of  income,  a  corporation  that  satisfies  the 
payroll  and  property  threshold  would  generally  also 
satisfy  the  federal  definition.  Thus,  these  U.S.  cor- 
porations with  more  than  80  percent  of  their  payroll 
and  property  outside  the  United  States  would  be  sub- 
ject to  extensive  federal  audit. 

3.  Merely  because  an  "80/20"  corporation  may  be  included 
in  a  federal  tax  return  is  no  reason  to  consider  it 
inside  the  water's  edge.  For  federal  purposes,  its 
income  related  to  its  foreign  operations  is  considered 
foreign  source  and  is  eligible  for  a  foreign  tax 
credit.  Since  federal  tax  policy  considers  this  in- 
come outside  the  "water's  edge,"  state  tax  policy  also 
ought  to  consider  "80/20"  corporations  outside  the 
water's  edge. 

4.  Transactions  between  "80/20"  subsidiaries  and  other 
U.S.  affiliates  are  subject  to  a  careful  and  close  IRS 
audit  examination  program.  This  is  because  these 
transactions  have  direct  federal  tax  consequences  with 
regard  to  the  foreign  tax  credit.  The  federal  govern- 
ment is  concerned,  just  as  the  states  are,  that  the 
income  of  an  "80/20"  corporation  be  correctly  calcu- 
lated and  not  moved  artificially  beyond  the  water's 
edge.  This  federal  audit  examination  will  be  intensi- 
fied as  part  of  the  federal  tax  administration  initia- 
tives contained  in  the  Working  Group  recommendation. 
This  will  effectively  and  aggressively  counteract  any 
attempts  to  artificially  move  income  into  "80/20"  cor- 
porations and  outside  the  water's  edge. 


state  Members  -  Page  22        -  23  - 


Annex  D 
TASK  FORCE  OPTIONS 


At  the  request  of  the  Working  Group,  the  Task  Force  developed 
six  options  for  the  Working  Group  to  consider  at  the  Group's 
May  1  meeting.   Options  One,  Two  and  Three  were  proposed  by  state 
members  of  the  Task  Force,  Options  Four  and  Five  were  proposed  by 
business  members,  and  Option  Six  was  proposed  by  the  representa- 
tive of  the  Advisory  Commission  on  Intergovernmental  Relations. 
These  six  options,  as  modified  by  Treasury  Department  revisions 
of  proposed  federal  actions,  are  presented  in  this  Annex.   All  of 
the  options  are  based  on  the  assumption  that  adoption  of  specific 
state  policies  would  be  voluntary  and  not  mandated  by  restrictive 
federal  legislation.   Option  One  would  involve  a  relatively  mod- 
est departure  from  the  use  of  the  worldwide  unitary  method;  it 
would  apply  solely  to  foreign-based  multinationals  at  their  op- 
tion and  provide  them  an  alternative  to  worldwide  unitary.   Op- 
tions Two  through  Six  would  limit  the  unitary  method  to  the 
water's  edge  and  therefore  would  involve  more  significant  changes 
in  policy  for  the  twelve  states  presently  using  the  worldwide 
unitary  method.   Options  Four  and  Five  also  would  involve  changes 
in  policy  for  thirty-three  states  (according  to  a  National  Asso- 
ciation of  Tax  Administrators'  survey)  that  subject  at  least  some 
foreign  dividends  to  taxation.   Options  Two  through  Six  also  as- 
sume the  execution  by  the  federal  government  of  specific  actions 
to  encourage  greater  disclosure  of  domestic  income,  increased 
compliance  with  state  tax  laws,  and  improved  enforcement  of  the 
arm's-length  or  separate  accounting  standard. 

While  Options  Two  through  Six  contain  many  common  elements, 
they  differ  in  several  areas,  most  notably  in  the  proper  state 
tax  treatment  of  dividends  received  from  foreign  subsidiaries  and 
of  U.S.  corporations  with  predominantly  foreign  business  opera- 
tions.  All  Task  Force  members  believe  that  these  issues  are 
critical  and  that  their  resolution  must  be  part  of  any  solution 
to  the  problems  at  hand.   The  Task  Force,  in  other  words,  be- 
lieves that  it  would  not  be  acceptable  to  settle  solely  on  the 
Common  Elements  in  Options  Two  through  Six  as  the  solution  to  the 
"unitary  problem,"  but  leave  unresolved  the  issues  of  foreign 
dividends  and  U.S.  corporations  with  foreign  operations. 
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OPTION  ONE  (STATE);   ALTERNATIVE  ACTIVITIES  TAX  IN  LIEU  OF  UNI- 
TARY APPORTIONMENT  SOLELY  FOR  FOREIGN-BASED 
MULTINATIONALS 


Description 

A  corporation  which  is  part  of  a  unitary  business  and  whose 
parent  corporation  is  neither  organized  in  nor  conducts  business 
in  the  United  States  would  be  allowed  to  pay  an  alternative  tax 
based  on  its  in-state  business  activities,  measured  by  its  in- 
state payroll,  property,  and  sales.  The  corporation  could  elect 
this  alternative  tax  in  lieu  of  being  subject  to  the  worldwide 
unitary  method.  The  rate  for  the  activities  tax  would  be  calcu- 
lated on  an  industry  basis  with  reference  to  the  tax  paid  by 
firms  in  the  same  industry  conducting  a  unitary  business  within 
the  state. 


Proponents'  Analysis 

This  option  is  a  direct  response  to  the  concerns  that  led  to 
the  establishment  of  the  Working  Group.  It  would  offer  an  alter- 
native to  the  requirement  of  some  states,  opposed  by  foreign  mul- 
tinationals and  foreign  governments,  that  foreign  companies  use 
the  worldwide  unitary  method.  At  the  same  time,  by  requiring 
them  to  pay  a  tax  on  their  in-state  activities  in  lieu  of  an  in- 
come tax  measured  by  the  worldwide  unitary  method,  this  option 
would  protect  the  competitive  position  of  U.S. -based  multination- 
als and  purely  domestic  and  smaller  businesses;  it  also  would 
protect  state  revenue  bases.  To  the  extent  that  foreign  govern- 
ments object  to  the  worldwide  unitary  method  itself,  rather  than 
to  the  actual  level  of  state  taxation,  this  option  should  end 
threats  of  retaliation.  For  those  twelve  states  now  using  the 
worldwide  unitary  method,  this  option,  compared  to  Options  Two 
through  Six,  would  require  the  smallest  change  from  their  current 
practice  and  should  be  least  burdensome  for  state  revenue  offi- 
cials and  taxpayers. 

Opponents'  Analysis 

Foreign  governments  may  find  the  alternative  activities  tax 
just  as  objectionable  as  the  worldwide  unitary  method.  Since  the 
level  of  the  activities  tax  would  be  set  on  an  industry  basis, 
some  foreign-based  multinationals  would  have  increased  state  tax 
liabilities,  while  others  would  have  reduced  liabilities.  The 
former  would  not  elect  the  alternative  tax  and  would  still  object 
to  the  worldwide  unitary  method;  the  latter  would  not  be  satis- 
fied by  being  required  to  pay  an  activities  tax  in  excess  of  what 
they  might  otherwise  be  required  to  pay  on  a  separate  accounting 
or  arm's-length  basis.   Thus,  foreign  government  officials  could 
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still  assert  that  the  activities  tax  gave  rise  to  extraterritori- 
al taxation  and  that  it  was  a  departure  from  the  international 
arm's-length  standard.  This  option  would  not  correct  the  prob- 
lems that  U.S.  business  opponents  of  worldwide  unitary  combina- 
tion associate  with  the  method.  Depending  on  the  circumstances 
of  individual  firms,  some  U.S. -based  businesses  could  be  required 
to  pay  higher  taxes  than  their  foreign  counterparts,  even  when 
profit  rates  were  equivalent.  Thus,  this  option  could  place 
individual  U.S.  firms  at  a  competitive  disadvantage  by  tilting 
what  should  be  a  "level  playing  field"  in  favor  of  their  foreign 
competitors.  For  the  same  reasons,  this  option  might  be  subject 
to  a  constitutional  challenge  on  due  process  and  equal  protection 
grounds . 
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COMMON  ELEMENTS  OF  WATER'S  EDGE  OPTIONS  TWO  -  SIX 

Options  Two  through  Six  each  describe  ways  of  limiting  the 
worldwide  unitary  method  to  the  "water's  edge."  In  other  words, 
the  unitary  method,  under  each  of  these  options,  would  be  limited 
to  a  specifically  defined  water's  edge  group.  The  following  com- 
mon items,  summarized  here,  are  included  in  Options  Two  through 
Six.  The  text  of  the  footnotes,  which  provide  interpretation  of 
the  general  descriptions  in  this  text,  appear  at  the  end  of  this 
paper.  In  every  case  the  language  of  the  footnotes  controls  over 
the  more  abbreviated  wording  in  this  text. 

A.  Components  of  Water's  Edge  Combined  Group 

The  application  of  the  unitary  method  would  be  limited  to 
the  following  "water's  edge"  corporations  which  are  part  of  a 
unitary  business:]^/ 

1.  U.S.  corporations  included  in  a  consolidated  return 
for  federal  corporate  tax  purposes.  (Note  that  Op- 
tions Two,  Three,  and  Six  include  all  U.S.  corpora- 
tions, including  those  with  more  than  80  percent  of 
their  payroll  and  property  outside  the  United  States 
and  its  possessions;  Options  Four  and  Five  exclude 
U.S.  corporations  with  more  than  80  percent  of  their 
payroll  and  property  outside  the  United  States.) 

2.  U.S.  possessions  corporations; 

3.  companies  incorporated  in  U.S.  possessions  or  territo- 
ries; 

4.  domestic  international  sales  corporations  (DISCs)  (or 
foreign  sales  corporations  (FSCs)  if  applicable); 

5.  certain  tax  haven  corporations  presumed  to  be  part  of 
the  unitary  business;^/ 

6.  foreign  corporations  with  at  least  a  threshold  level 
of  business  activity  in  the  United  States;_3/  and 

7.  U.S.  corporations  not  included  in  (1)  and  with  more 
than  50  percent  of  their  voting  stock  owned  or  con- 
trolled, directly  or  indirectly,  by  another  U.S. 
corporation . 

B.  State  Legal  and  Procedural  Requirements 

In  order  to  ensure  full  disclosure  and  maximum  account- 
ability, while  at  the  same  time  limiting  compliance  costs, 
"qualif ied"4/  states  would  enact  the  following  procedures  and 
remedies : 
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1.  require  a  taxpayer  with  unitary  foreign  affiliates  to 
consent  to  the  taking  of  depositions  and  the  accept- 
ance of  subpoenas  for  the  purpose  of  obtaining  infor- 
mation necessary  for  determining  or  verifying  its 
taxable  income;_5/ 

2.  establish  a  presumption  that  a  corporation  is  part  of 
a  unitary  business  if  it  does  not  comply  with  disclo- 
sure requirements  or  reasonable  requests  for  audit- 
related  information;  6^/ 

3.  require  a  taxpayer  to  sustain  the  burden  of  proof  in 
refuting  a  state's  contention  that  a  unitary  business 
exists  within  the  water's  edge  combination  defined  in 
(A); 7/ 

4.  permit  a  state,  as  part  of  a  judicial  proceeding,  to 
introduce  into  evidence  the  record  of  any  final  court 
determination  in  another  state  involving  the  same  tax- 
payer or  unitary  business;8^/ 

5.  enact  provisions  similar  to  Sections  982  and  6038  of 
the  Internal  Revenue  Code  (Code) ,  which  provide  penal- 
ties and  sanctions  for  failing  to  provide  information;^/ 

6.  allow  certain  tax  information  to  be  introduced  into 
evidence  without  its  relevance  being  contested; 10/  and 

7.  permit  the  worldwide  unitary  method  to  be  applied  to  a 
taxpayer  failing  to  comply  with  reasonable  discovery 
efforts  aimed  at  obtaining  information  necessary  to 
determine  or  verify  its  taxable  income. 11/ 


C.   Use  of  Worldwide  Combination 

Notwithstanding  provision  (A)  which  limits  the  unitary 
method  to  the  water's  edge,  states  may  use  worldwide  combina- 
tion in  the  following  circumstances: 

1.  if  companies  fail  to  comply  with  either  the  domestic 
disclosure  spreadsheet  filing  requirements  or  the 
state  legal  and  procedural  requirements; 

2.  if  separate  accounting,  after  necessary  and  appropri- 
ate adjustments,  fails  to  prevent  the  evasion  of  taxes 
or  clearly  reflect  income; 12/  or 

3.  if  a  taxpayer  does  not  provide  relevant  information  on 
the  operations  of  a  foreign-based  parent  within  a  rea- 
sonable period  of  time  or  if  the  government  of  that 
foreign  country  does  not  allow  the  states  access  to 
such  information. 13/ 
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D.   Domestic  Disclosure  Spreadsheet 

The  federal  government  would: 

1.  enact  a  federal  law  requiring  a  taxpayer  to  file  in- 
formation disclosing  its  tax  liability,  and  the  method 
of  calculation,  for  each  state  in  which  it  operates. 
The  failure  to  file  this  information  would  be  subject 
to  monetary  penalties  identical  to  those  contained  in 
Section  6038  of  the  Code; 14/ 

2.  require  the  information  described  in  (1)  to  be  filed 
on  a  domestic  disclosure  spreadsheet  (see  instructions 
and  simplified  sample  at  Annex  E)  by  or  on  behalf  of 
any  corporation  required  to  file  a  U.S.  tax  return 
which,  with  its  related  corporations,  satisfies 
threshold  levels  of  business  activity; 15/ 

3.  require  the  IRS  to  receive  the  spreadsheet  described 
in  (2)  and  review  it  for  completeness; 16/ 

4.  enact  legislation  to  allow  the  IRS  to  share  with 
"qualified"  states,  "common  agencies,"  and  a  "desig- 
nated agency"  under  duly-executed  exchange  of  infor- 
mation agreements  information  filed  pursuant  to  (1). 
A  "qualified  state"  is  any  state  that  does  not  require 
the  use  of  the  worldwide  unitary  method,  except  as 
authorized  in  (C)  .  A  "common  agency"  is  any  entity 
designated  by  and  acting  on  behalf  of  four  or  more 
qualified  states  to  assist  in  the  administration  of 
their  tax  statutes.  A  "designated  agency"  is  an 
agency  designated  by  a  plurality  of  the  qualified 
states  that  impose  a  tax  on  or  measured  by  the  net 
income  of  corporations; 17/ 

5.  provide  up  to  $3.0  million  in  annual  funding  to  a 
designated  agency  to  cover  expenses  of  making  audit 
referrals  to  qualified  states  and  any  common  agen- 
cies._18/  The  funding  would  be  available  for  a  five- 
year  period.  After  the  five-year  period,  annual 
funding  would  be  conditional  upon  a  determination  by 
the  Secretary  of  the  Treasury  that  the  policy  of  no 
state  is  substantially  inconsistent  with  the  recom- 
mendations of  the  Working  Group;  and 

6.  require  the  IRS  to  develop  and  propose  regulations 
necessary  to  implement  the  domestic  disclosure  spread- 
sheet described  in  (2). 19/ 


E.   Taxpayer  Information 

A  taxpayer  would  retain  the  following  information  for 
possible  use  by  state  tax  auditors: 
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1.  specific  documents  needed  to  audit  issues  pertaining 
to  international  income  flows ; 20/ 

2.  the  identity  of  key  employees  who  have  knowledge  of 
and  access  to  company  pricing  and  costing  policies;21/ 

3.  documents  and  correspondence  pertaining  to  the  sourc- 
ing  of  income  between  U.S.  and  foreign  jurisdictions 
and  the  determination  of  foreign  tax  liability; 22/ 

4.  a  listing  of  the  geographic  location  of  payroll, 
property,  and  sales  for  each  company  listed  in  the 
disclosure  spreadsheet  described  in  (D) (2) ; 23/ 

5.  U.S.  Tax  Forms  5471,  5472,  and  5473  filed  with  the 
IRS; 

6.  the  type  of  information  requested  in  the  forms 
described  in  (5),  insofar  as  it  applies  to  related 
U.S.  corporations; 24/  and 

7.  all  state  corporate  tax  returns  filed  by  each  corpora- 
tion in  each  state. 


F.  Exchange  of  Information 

The  federal  government  would: 

1.  take  such  steps  as  are  necessary  to  make  information 
received  from  other  countries  available  to  qualified 
states,  common  agencies  of  those  qualified  states,  and 
the  designated  agency; 25/ 

2.  enact  federal  legislation  to  permit  common  agencies 
and  the  designated  agency  to  enter  information-sharing 
arrangements  with  the  IRS,  including  the  information 
obtained  from  a  consenting  treaty  partner ; 26/  and 

3.  provide  the  qualified  states,  common  agencies,  and  the 
designated  agency  access  to  all  information  developed 
by  the  IRS  in  examining  multinational  operations  and 
obtained  from  a  consenting  treaty  partner . 27/ 

G.  Federal  Assistance 

The  federal  government  would: 

1.  assist  qualified  states,  common  agencies,  and  the  des- 
ignated agency  in  their  examination  of  foreign  trans- 
actions by  establishing  a  formal  communications  system 
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between  the  IRS  and  the  states  enabling  qualified 
states,  a  common  agency,  or  the  designated  agency  to 
request  the  IRS  to  examine  a  taxpayer's  income  tax 
return  for  potential  international  issues. 28/ 

2.  provide  IRS  training  for  state  tax  instructors  in 
international  issues;29/  and 

3.  direct  the  IRS  to  provide  assistance  to  states  or 
groups  of  states  in  conducting  pricing  studies  of 
mutual  interest  to  the  states  and  the  IRS. 

H.   IRS  Audit  Activity 

The  federal  government  would  increase  its  resources  de- 
voted to  international  enforcement  issues. 30/ 

I.   Joint  Study 

The  Treasury,  Internal  Revenue  Service,  and  qualified 
states  would  conduct  a  study  of  the  Section  482  regulations 
and  related  provisions  to  make  them  better  instruments  for 
determining  tax  avoidance  and  evasion.  The  study  should 
include  the  circumstances  under  which  use  of  apportionment 
formulas  and/or  arm's-length  prices  are  appropriate. 
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FOREIGN  DIVIDENDS  ISSUE  IN  OPTIONS  TWO  THROUGH  SIX 


The  most  significant  difference  between  Options  Two  and  Three 
(State),  Options  Four  and  Five  (Business),  and  Option  Six  is  the 
treatment  of  dividends  received  by  a  U.S.  corporation  from  a  for- 
eign subsidiary.  Under  the  worldwide  unitary  method,  dividends 
paid  by  one  corporation  to  another  within  the  unitary  business 
group  are  eliminated  as  intercorporate  transactions.  That  is, 
the  income  earned  by  each  corporation  is  combined  with  that  of 
its  affiliates  to  determine  the  taxable  income  of  the  unitary 
group,  but  intercorporate  dividends  are  ignored. 

Under  separate  accounting,  in  contrast,  intercorporate  divi- 
dends are  recognized  explicitly  as  a  flow  of  income  from  the 
dividend-paying  corporation  to  the  dividend-receiving  corpora- 
tion. A  water's  edge  limitation  on  the  unitary  method  (as  de- 
fined in  (A))  would  rely  on  the  separate  entity  status  of  related 
domestic  and  foreign  corporations,  even  if  they  are  part  of  a 
unitary  business.  Adoption  of  a  water's  edge  limitation  there- 
fore gives  rise  to  the  following  issue:  how  should  dividends 
received  by  a  U.S.  corporation  from  a  foreign  corporation  be 
treated  for  state  tax  purposes? 

As  mentioned  above,  the  Task  Force  was  unable  to  agree  on  the 
foreign  dividends  issue  and  is  referring  Options  Two  through  Six 
to  the  Working  Group  for  consideration  and  decision.  Many  mem- 
bers of  the  Task  Force  believe  that  an  acceptable  resolution  of 
the  foreign  dividends  issue  is  an  essential  precondition  of  the 
adoption  by  the  Working  Group  of  the  Common  Elements  of  Options 
Two  through  Six  described  above  in  sections  A  th-rough  I.  Gener- 
ally speaking.  Options  Two  and  Three  (State)  would  include  for- 
eign dividends  in  the  state  tax  base  and  Options  Four  and  Five 
(Business)  would  exempt  most  or  all  of  the  dividends  from  state 
taxation.  In  contrast  to  the  other  options.  Option  Six  does  not 
prescribe  a  specific  tax  treatment  of  foreign  dividends.  Rather, 
it  suggests  a  principle  of  nondiscrimination;  foreign  dividends 
would  be  treated  on  a  parity  with  domestic  dividends. 

The  following  discussion  summarizes  the  respective  views  of 
the  state  and  business  members  of  the  Task  Force. 

State  Position 

The  state  representatives  on  the  Working  Group  believe  that 
states  should  retain  the  right  to  tax  dividends  paid  to  U.S. 
multinationals  by  their  foreign  subsidiaries  because: 

1.  Dividends  paid  by  foreign  corporations  to  any  other 
state  taxpayer,  whether  individual  or  unaffiliated 
business,  are  subject  to  income  tax  in  the  majority  of 
states.   Exempting  foreign  dividends  from  state  taxa- 
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tion  when  they  are  paid  to  a  U.S.  parent  corporation, 
but  not  when  they  are  paid  to  other  taxpayers,  would 
be  unfair  discrimination. 

2.  Giving  a  state  tax  exemption  to  foreign  dividends, 
while  domestic  operating  income  is  subject  to  both 
federal  and  state  tax,  before  being  paid  out  as  divi- 
dends, might,  in  the  words  of  the  Treasury  Department 
in  1980,  "favor  foreign  over  United  States  invest- 
ment." Such  a  tax  preference  for  foreign  investment 
would  be  unfair  and  detrimental  to  the  U.S.  economy. 

3.  National  level  income  taxation  is  concurrent  with,  not 
duplicative  of,  state  level  income  taxation.  Thus, 
the  federal  and  state  governments  both  tax  the  same 
incomes  of  individuals  and  businesses.  The  fact  that 
the  income  from  which  foreign  dividends  are  paid  may 
have  been  taxed  by  a  foreign  national  government  is 
not  multiple  taxation  and  is  no  reason  to  exempt  it 
from  state  taxation. 

4.  Taxation  of  foreign  dividends  is  an  established  and 
recognized  tax  policy.  About  two-thirds  of  the  states 
include  at  least  some  foreign  dividends  in  the  tax 
base  of  the  recipient  U.S.  parent  corporation.  Thus, 
the  principle  of  taxing  these  dividends  is  the  norm  in 
state  taxation.  Their  exemption  would  have  a  wide- 
ranging  effect. 

5.  Foreign  dividends  are  an  integral  part  of  the  water's 
edge  income  of  U.S. -based  multinational  corporations. 
The  federal  government  recognizes  this  fact  by  in- 
cluding them  in  the  U.S.  tax  base  for  all  taxpayers. 
Expenses  incurred  by  the  U.S.  parent  company  for  capi- 
tal, management,  research  and  development,  and  the 
like  generate  income  from  foreign  subsidiaries  as  well 
as  domestic  ones.  Since  these  expenses  are  deductible 
for  state  tax  purposes,  the  foreign  dividend  income 
generated  by  those  expenses  should  be  taxable. 

6.  Dividends,  particularly  in  the  foreign  context,  are 
often  surrogates  for  interest,  royalties,  management 
fees,  and  reductions  of  the  cost  of  goods  sold.  Thus, 
to  accurately  measure  income  and  prevent  accounting 
manipulations  to  avoid  taxation,  they  should  be 
treated  the  same  for  tax  purposes. 

7.  Taxing  purely  domestic  and  smaller  businesses  on  100 
percent  of  their  federal  income  tax  bases  while 
exempting  a  substantial  part  of  the  federal  tax  bases 
of  multinationals  would  significantly  reduce  state 
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revenues  and  increase  the  share  of  the  corporate  tax 
burden  carried  by  purely  domestic  and  smaller  busi- 
ness, thereby  discriminating  against  them. 

8.  At  the  federal  level,  international  double  taxation  of 
dividends  from  foreign  subsidiaries  is  alleviated  by 
the  foreign  tax  credit.  Exempting  foreign  dividends 
from  state  taxation  would  duplicate  federal  efforts. 
Precisely  because  the  federal  foreign  tax  credit  off- 
sets foreign  income  taxes  on  a  dollar-f or-dollar 
basis,  there  is  no  need  for  additional  state  tax  bene- 
fits. In  cases  where  dividends  are  paid  from  earnings 
which  either  were  not  taxed  or  are  subject  to  low  for- 
eign tax  rates,  exemption  would  provide  an  unneeded 
relief. 

9.  It  is  misleading  to  compare  proposed  foreign  dividend 
exemptions  to  federal  and  state  tax  deductions  for 
dividends  paid  by  subsidiaries  already  taxed  by  that 
jurisdiction.  Except  when  the  particular  state  has 
already  taxed  the  underlying  income  of  the  foreign 
subsidiary,  there  is  no  reason  to  exempt  dividends 
paid  to  multinationals  while  continuing  to  tax  the 
same  dividend  when  they  are  paid  to  individuals  and 
smaller  businesses. 

10.  It  is  misleading  to  argue  for  tax  exemption  of  foreign 
dividends  by  claiming  that  state  income  taxes  are 
"source-based."  The  U.S.  Supreme  Court  has  repeatedly 
held  that  the  income  of  a  unitary  business  cannot  be 
geographically  "sourced."  That  is  why  all  45  income 
tax  states  use  formula  apportionment  to  "attribute," 
but  not  to  "source"  income  among  the  states. 

Business  Position 

The  business  representatives  on  the  Working  Group  disagree 
that  foreign  corporate  dividends  are  a  proper  subject  of  state 
taxation.  They  believe  that  these  dividends  should  be  exempt 
from  state  taxation  because: 

1.  Both  federal  and  many  state  laws  distinguish  between 
the  situation  in  which  dividends  are  paid  to  a  corpo- 
ration (the  issue  before  the  Working  Group)  and  the 
one  in  which  dividends  are  paid  to  an  individual 
shareholder.  To  prevent  income  that  is  not  paid  as 
dividends  to  individual  shareholders  from  being  sub- 
ject to  multiple  levels  of  taxation,  both  federal  and 
many  state  laws  allow  a  generous  deduction  for  divi- 
dends received  by  one  U.S.  corporation  from  another. 
Generally  speaking,  these  dividends  are  only  subject 
to  full  taxation  when  they  are  received  by  the  indivi- 
dual investor.    This  policy  is  followed  because  the 
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operating  income  out  of  which  the  dividends  are  paid 
already  is  subject  to  federal  and  state  tax  when 
earned  by  the  dividend-paying  corporation.  In  con- 
trast, subjecting  foreign  dividends  to  state  taxation 
when  received  by  a  U.S.  corporation  would  result  in 
multiple  taxation  of  income  that  remains  in  corporate 
form  and  has  not  been  paid  to  individual  shareholders. 
The  income  out  of  which  the  dividends  are  paid  has 
been  taxed  in  the  foreign  jurisdiction  and  the  divi- 
dends usually  have  borne  a  withholding  tax  levied  at 
source  by  the  foreign  jurisdiction. 

2.  The  1980  Treasury  Department  statement  about  favoring 
foreign  over  U.S.  investment,  which  was  not  repeated 
in  subsequent  testimony  on  the  same  subject,  compared 
domestic  income  that  had  borne  both  federal  and  state 
income  tax  with  foreign  income  that  had  not  been  taxed 
at  a  commensurate  level.  To  the  extent  foreign  tax 
rates  approximate  the  combined  federal  and  state  rates 
in  the  United  States,  as  many  do,  no  preference  for 
foreign  investment  would  result  from  exempting  foreign 
dividends . 

3.  It  is  misleading  to  assert  that  foreign  dividends  are 
part  of  the  federal  tax  base  for  all  taxpayers.  While 
foreign  dividend  income  is  included  in  a  U.S.  corpora- 
tion's taxable  income,  federal  law  allows  a  credit 
against  U.S.  tax  for  foreign  taxes  imposed  on  both  the 
dividends  and  the  underlying  corporate  income  out  of 
which  the  dividends  are  paid.  Frequently,  dividends 
paid  by  a  foreign  corporation  bear  a  foreign  tax  in 
excess  of  the  combined  federal  and  state  rates  in  the 
United  States.  In  this  case,  to  avoid  double  taxa- 
tion, no  federal  income  tax  is  imposed  on  the  foreign 
dividend  income.  An  unreasonable  tax  burden  results 
if  the  states  do  not  also  follow  federal  practice  and 
exempt  these  dividends. 

4.  Unlike  the  federal  system  of  taxation,  which  is  based 
on  residence  or  place  of  incorporation,  state  corpo- 
rate tax  laws  are  source  or  location  based.  Their 
objective  is  to  tax  income  earned  or  "sourced"  in  or 
"attributable"  to  a  particular  state.  Dividends  paid 
by  a  foreign  corporation  having  no  business  presence 
in  a  state  and  out  of  income  earned  in  a  foreign  coun- 
try should  be  beyond  the  pale  of  a  tax  system  designed 
to  tax  income  attributable  to  economic  activity  occur- 
ring in  that  state. 

5.  Taxation  of  foreign  corporate  dividends  discriminates 
against  and  interferes  with  the  flow  of  investment 
across  national  boundaries  and  places  U.S. -based  busi- 
ness at  a  clear-cut  disadvantage  in  com.peting  with 
foreign  firms. 
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6.  Foreign  dividends  should  not  be  subject  to  state  taxa- 
tion as  a  way  of  adjusting  for  perceived  income  shift- 
ing to  low  tax  jurisdictions.  If  this  is  a  problem, 
it  should  be  attacked  directly,  as  it  is  at  the  fed- 
eral level,  through  separate  accounting  enforcement 
tools  such  as  Sections  482  and  861,  and  Subpart  F  of 
the  Code. 

7.  Foreign  dividends  should  not  be  subject  to  taxation 
merely  to  raise  revenue  or  to  offset  perceived  revenue 
losses  from  not  taxing  foreign  income  under  the  world- 
wide unitary  method.  Responding  to  state  revenue  con- 
cerns, the  business  members  of  the  Working  Group  have 
indicated  the  willingness  of  the  business  community  to 
develop  alternative  non-dividend  state  revenue  sources 
from  business  income. 

Because  it  was  unable  to  resolve  the  foreign  dividends 
issue,  the  Task  Force  is  presenting  the  Working  Group  with 
five  options.  Two  of  the  proposals  are  offered  by  the  state 
representatives  on  the  Task  Force  and  two  by  the  business 
members;  the  fifth  option  is  proposed  by  the  representative 
of  the  Advisory  Commission  on  Intergovernmental  Relations 
(ACIR) . 
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OPTION  TWO  (STATE);   COMPREHENSIVE  WATER'S  EDGE  COMBINATION  WITH 

TAXATION  OF  FOREIGN  DIVIDENDS,  WITHOUT  THE 
GROSS-UP  OF  FOREIGN  TAXES  COMPUTED  FOR  THE 
FEDERAL  FOREIGN  TAX  CREDIT 

Description 

Includes  all  Common  Elements  plus  these  Additional  Elements: 

1.  Prospective:  This  option  is  intended  to  operate  pro- 
spectively upon  adoption  by  each  state; 

2.  80/20  Corporations:  Any  U.S.  corporation  may  be 
treated  as  being  within  the  water's  edge,  regardless 
of  the  "source"  of  its  income  for  federal  tax  purposes 
or  the  location  of  its  business  activities; 

3.  Tax  Havens:  A  tax  haven  would  be  defined  as  any 
country  which  either  does  not  impose  an  income  tax  or 
whose  income  tax  rate  is  less  than  90  percent  of  the 
U.S.  tax  rate; 

4.  Use  of  Worldwide  Combination:  If,  in  the  future,  the 
United  States  Supreme  Court  or  the  highest  court  of 
any  state  rules  that  there  is  a  state  or  federal 
constitutional  right  for  a  group  of  corporations  to 
use  the  worldwide  unitary  method  or  any  method  which 
reaches  a  similar  result,  then  the  state  or  states  may 
require  the  use  of  the  worldwide  unitary  method; 

5.  De  Minimus  Jurisdictional  Standard:  Public  Law  86-272 
would  be  amended  to  provide  that  any  corporation  which 
has  sales  assignable  to  a  state,  under  the  law  of  that 
state,  in  excess  of  $500,000  per  year  for  the  preced- 
ing two  years  shall  not  be  protected  by  that  law. 

6.  Pi  V  idends:  All  dividends  would  be  subject  to  alloca- 
tion and  apportionment  for  state  tax  purposes. 

Functionally-related  dividends,  not  including  the 
gross-up  of  foreign  taxes  computed  for  the  federal 
foreign  tax  credit,  would  be  included  in  the  states' 
apportionment  base  without  adjustment  to  the  appor- 
tionment formula  for  any  portion  of  the  factors  of  the 
dividend-paying  corporation. 

Functionally-related  dividends  are  presumed  to  be 
those  which  are: 

a)  received  from  a  subsidiary  of  which  the  voting 
stock  is  more  than  50  percent  owned  by  members 
of  the  unitary  group  and  which  engages  in  the 
same  general  line  of  business; 


m 
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b)  received  from  any  corporation  which  is  either 
a  significant  source  of  supply  for  the  unitary 
business  or  a  significant  purchaser  of  the 
output  of  the  unitary  business,  or  which  sells 
a  significant  part  of  its  output  or  obtains  a 
significant  part  of  its  raw  materials  or  input 
from  the  unitary  business.  Significant  means 
an  amount  of  15  percent  or  more;  or 

c)  result  from  the  investment  of  working  capital 
or  some  other  purpose  in  furtherance  of  the 
unitary  business. 

Proponents'  Analysis 

By  limiting  the  unitary  method  to  the  water's  edge,  this  op- 
tion responds  to  the  complaints  of  foreign  governments  and  for- 
eign multinationals  and  protects  the  competitive  position  of  U.S. 
multinationals.  Far  from  placing  any  U.S.  multinational  at  a 
competitive  disadvantage,  this  option  treats  U.S.  and  foreign 
multinationals  identically.  By  providing  a  level  playing  field 
between  multinationals  and  purely  domestic  businesses  and  between 
U.S.  and  foreign  investment,  it  protects  the  competitive  position 
of  U.S.  business.  The  fact  that  this  option  may  mean  higher  or 
lower  tax  bills  for  some  individual  multinationals  is  irrelevant 
since,  according  to  the  revenue  analysis  made  by  the  states,  the 
aggregate  state  tax  base  is  smaller  than  under  worldwide  unitary 
combination.  In  fact,  according  to  that  analysis  by  the  states, 
most  multinationals  would  receive  tax  cuts  under  this  option. 
The  state  tax  base  under  this  option,  by  including  "80/20"  corpo- 
rations and  foreign  dividends,  is  at  least  coextensive  with  the 
federal  tax  base  providing  the  states  with  a  full  measure  of  pro- 
tection offered  by  federal  separate  accounting  audits.  The  in- 
clusion of  all  U.S.  corporations  in  the  water's  edge  base  is 
critical  to  this  result  because  the  IRS  does  not  normally  audit 
transactions  between  "80/20"  corporations  and  other  U.S.  affili- 
ates with  regards  to  transfer  prices  or  income  shifting  because 
all  the  income,  regardless  of  which  entity  reports  it,  is  includ- 
ed in  the  federal  tax  base.  In  this  regard,  "80/20"  corporations 
differ  significantly  from  foreign  corporations  which  include  only 
their  U.S.  "source"  income  in  reporting  to  the  IRS  and  therefore 
provide  an  IRS  interest  in  performing  transfer  price  or  income 
shifting  audits.  It  should  also  be  noted  that  including  an 
"80/20"  corporation's  income  in  the  water's  edge  combination  also 
requires  that  its  factors  be  included  in  the  apportionment  formu- 
la which  causes  a  portion  of  the  overall  income  to  be  assigned  to 
foreign  locations.  According  to  the  states'  analysis,  the  state 
tax  base  under  this  option  is  smaller  than  under  worldwide  uni- 
tary combination,  causing  a  shift  in  a  portion  of  the  state  cor- 
porate tax  burden  to  domestic  businesses  and  potentially  to 
individuals.   The  shift  is  less  than  in  Options  Four  and  Five  and 
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therefore  does  not  cause  as  dramatic  a  shift  in  burdens  between 
foreign  multinationals,  U.S.  multinationals,  and  wholly-domestic 
businesses . 

Opponents'  Analysis 

This  option  would  place  U.S.  business  at  a  competitive  dis- 
advantage in  the  world  economy.  By  fully  taxing  cash  dividends, 
it  would,  compared  to  worldwide  unitary,  increase  the  tax  liabil- 
ities for  many  U.S. -based  multinationals.  Even  for  those  U.S. 
corporations  whose  tax  liabilities  were  comparable  to  worldwide 
unitary  under  this  option,  competitive  harm  would  result  because 
their  foreign-based  counterparts  would  be  taxable  solely  on  their 
U.S.  operations.  The  U.S.  corporations,  in  contrast,  would  be 
taxable  on  both  their  U.S.  operations  as  well  as  their  foreign 
dividends.  The  basis  for  the  states'  assertion  that  the  state 
tax  base  under  this  option  would  be  smaller  than  under  worldwide 
unitary  is  unclear  and  unknown.  U.S.  corporations  with  more  than 
80  percent  of  their  real  economic  activity,  measured  by  payroll 
and  property,  are  essentially  foreign  and  should  be  outside  the 
water's  edge.  In  the  obverse  situation,  a  foreign  corporation 
with  more  than  80  percent  of  its  payroll  and  property  outside  the 
United  States  would,  under  one  of  the  threshold  tests,  be  con- 
sidered outside  the  water's  edge.  It  would  be  unreasonable  and 
unfair  to  discriminate  against  U.S.  corporations  operating  pri- 
marily abroad  solely  on  the  basis  of  place  of  incorporation. 
Federal  law  recognizes  that  "80/20"  corporations  are  essentially 
foreign  by  treating  their  income  as  foreign  source.  Thus,  the 
state  tax  base  under  this  option  would  include  income  that  even 
federal  law  considers  outside  the  water's  edge.  Although  the 
federal  definition  of  an  "80/20"  corporation  is  based  on  the 
source  of  income,  rather  than  the  location  of  economic  activity, 
a  corporation  with  more  than  80  percent  of  its  payroll  and  prop- 
erty outside  the  United  States  probably  would  also  qualify  as  an 
"80/20"  corporation  for  federal  purposes.  Precisely  because  of 
the  eligibility  of  their  income  for  a  foreign  tax  credit,  as  well 
as  the  need  to  monitor  losses  of  "80/20"  corporations  that  would 
offset  the  income  of  other  affiliates  if  an  "80/20"  corporation 
elects  to  join  in  a  consolidated  return,  transactions  between 
"80/20"  corporations  and  other  U.S.  and  foreign  affiliates  al- 
ready receive  close  scrutiny  from  the  IRS.  This  examination  can 
be  expected  to  increase  under  the  full  accountability  and  federal 
compliance  measures  that  are  part  of  this  option. 
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OPTION  THREE  (STATE);   COMPREHENSIVE  WATER'S  EDGE  COMBINATION 

WITH  TAXATION  OF  FOREIGN  DIVIDENDS,  WITH 
FACTOR  RELIEF  WITH  THE  GROSS-UP  OF  FOREIGN 
TAXES  COMPUTED  FOR  THE  FEDERAL  FOREIGN  TAX 
CREDIT 


Description 

Includes  all  Common  Elements  and  Additional  Elements  #l-#5  of 
Option  Two  and  replaces  Additional  Element  #6  of  Option  Two  with 
the  following: 

Dividends;  All  dividends  would  be  subject  to  allocation 
and  apportionment  for  state  tax  purposes.  Functionally- 
related  pre-tax  dividends,  including  the  gross-up  of  for- 
eign taxes  computed  for  purposes  of  the  federal  foreign 
tax  credit,  would  be  apportioned  on  the  basis  of  the  fac- 
tors of  the  combined  group  plus  a  pro-rata  portion  of  the 
factors  of  the  dividend  paying  corporations.  The  pro-rata 
portion  of  each  payor's  factors  to  be  included  in  the  for- 
mula would  be  determined  by  multiplying  the  factors  of  the 
dividend-paying  corporation  by  a  fraction,  the  numerator 
of  which  would  be  the  dividends,  including  any  gross-up  of 
foreign  taxes,  paid  to  the  group  for  the  tax  year  and  the 
denominator  of  which  would  be  the  pre-tax  income  of  the 
dividend  paying  corporation  for  that  year,  provided  that 
the  resulting  fraction  does  not  exceed  the  percentage  of 
ownership  of  the  stock  of  the  paying  corporation  by  the 
payee  corporation. 

Functionally-related  dividends  are  presumed  to  be  those 
which  are: 

a)  received  from  a  subsidiary  of  which  the  voting 
stock  is  more  than  50  percent  owned  by  members  of 
the  unitary  group  and  which  engages  in  the  same 
general  line  of  business; 

b)  received  from  any  corporation  which  is  either  a 
significant  source  of  supply  for  the  unitary  busi- 
ness or  a  significant  purchaser  of  the  output  of 
the  unitary  business,  or  which  sells  a  significant 
part  of  its  output  or  obtains  a  significant  part 
of  its  raw  materials  or  input  from  the  unitary 
business.  Significant  means  an  amount  of  15  per- 
cent or  more;  or 

c)  from  the  investment  of  working  capital  or  some 
other  purpose  in  furtherance  of  the  unitary 
business . 
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Proponents'  Analysis 

This  option  is  identical  to  Option  Two  except  that,  instead 
of  taxing  cash  dividends  in  full.  Option  Three  would  tax  only  a 
portion  of  pretax  ("grossed  up")  foreign  dividends.  By  limiting 
the  unitary  apportionment  method  to  the  water's  edge,  this  option 
also  resolves  the  complaints  of  foreign  governments  and  foreign 
multinationals  and  it  protects  the  competitive  position  of  U.S. 
multinationals.  Far  from  putting  any  U.S.  business  at  a  competi- 
tive disadvantage,  this  option  treats  U.S.  and  foreign  multina- 
tionals identically.  By  providing  a  level  playing  field  between 
multinationals  and  purely  domestic  businesses  and  between  U.S. 
and  foreign  investment,  it  protects  the  competitive  position  of 
U.S.  business.  The  fact  that  this  option  may  mean  higher  or 
lower  tax  bills  for  some  individual  multinationals  is  irrelevant 
since,  according  to  the  states'  revenue  analysis,  the  aggregate 
state  tax  base  is  smaller  than  under  worldwide  unitary  combina- 
tion. Thus,  most  multinationals  would  receive  tax  cuts  under 
this  option.  Principles  of  fairness,  not  special  treatment  for 
individual  companies,  should  guide  state  tax  policy.  While  the 
two  options  would  have  different  effects  on  particular  U.S.  mul- 
tinationals, the  aggregate  affect  on  state  tax  bases  and  on  the 
relative  share  of  the  tax  burden  carried  by  purely  domestic  and 
smaller  businesses  probably  would  be  substantially  similar.  It 
is  misleading  to  claim  that  this  option  would  tax  income  multi- 
nationals can  never  receive.  That  is  like  saying  that  state  and 
federal  taxation  of  the  same  domestic  income  means  the  states  are 
taxing  income  taxpayers  never  see.  In  fact,  national  level  and 
state  level  taxation  are  concurrent,  not  duplicative.  The  states 
generally  tax  the  pre-federal  tax  income  of  all  taxpayers.  Pro- 
viding a  special  exemption  for  dividends  received  by  U.S.  multi- 
nationals from  foreign  subsidiaries  would  favor  foreign  over  U.S. 
investment.  Option  Three  responds  to  the  desires  of  some  U.S. 
multinationals  for  "factor  relief"  for  dividends.  The  preferen- 
tial treatment  which  this  would  give  to  multinationals  would  be 
balanced  by  the  inclusion  of  dividends  "before"  foreign  tax, 
rather  than  "after"  foreign  tax.  Since  factor  adjustment  looks 
behind  the  dividends  to  the  underlying  economic  activity,  the 
income  subject  to  factor  adjustment  should  be  the  underlying 
("pretax")  income.  This  option  would  require  audit  techniques 
substantially  similar  to  those  required  under  worldwide  unitary 
combination  to  measure  and  verify  the  factor  adjustments.  Thus, 
compared  to  Option  Two,  this  option  requires  significant  addi- 
tional complexity  for  state  revenue  officials  and  taxpayers. 

Opponents'  Analysis 

Like  Option  Two,  this  option  would,  compared  to  worldwide 
unitary,  place  U.S.  business  at  a  competitive  disadvantage  in  the 
international  economy.  The  reasons  are  similar  to  those  present- 
ed in  connection  with  the  opponents'  analysis  of  Option  Two  and 
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are  not  repeated  here.  The  essential  source  of  the  coinpetitive 
disadvantage  is  that  U.S.  business  would  be  taxed  on  both  its 
U.S.  operations  and  foreign  dividends,  while  foreign  business 
would  be  taxed  only  on  its  U.S.  operations.  By  subjecting 
grossed-up  or  pre-tax  foreign  dividends  to  taxation,  U.S.  corpo- 
rations would  be  subject  to  state  tax  on  "income"  they  can  never 
receive.  That  is,  income  earned  by  a  foreign  corporation,  but 
paid  as  taxes  to  a  foreign  government,  would  be  included  in  the 
states'  tax  base.  Since  the  foreign  dividend  would  be  appor- 
tioned on  a  pre-tax  basis,  taxpayers  with  operations  in  high-tax 
foreign  countries  may  be  subject  to  tax  on  an  amount  exceeding 
100  percent  of  their  cash  dividend  income.  The  "factor  relief" 
offered  by  this  option  is  illusory  since  some  taxpayers  would 
face  higher  tax  liabilities  than  under  worldwide  unitary.  As  in 
Option  Two,  even  those  with  tax  liabilities  comparable  to  world- 
wide unitary  would  be  at  a  disadvantage  in  competing  with  foreign 
firms  taxable  solely  on  their  U.S.  operations. 
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OPTION  FOUR  (BUSINESS);   MODIFIED  WATER'S  EDGE  COMBINATION  WITH 


Description 


EXCLUSION  OF  FOREIGN  DIVIDENDS 


Includes  all  Common  Elements  plus  these  Additional  Elements, 

1.  Retroactivity;  The  Working  Group  would,  at  the  very 
least,  include  a  recommendation  for  a  settlement  of 
retroactive  claims  under  the  option; 

2.  80/20  Corporations;  Any  U.S.  corporation  with  more 
than  80  percent  of  its  business  activities  (payroll 
and  property)  outside  the  United  States  would  be  ex- 
cluded from  the  water's  edge  combined  group; 

3.  Tax  Havens;  A  tax  haven  would  be  defined  as  any 
country  which  either  does  not  impose  an  income  tax  or 
whose  income  tax  rate  is  less  than  65  percent  of  the 
U.S.  tax  rate; 


4.  Dividends;  Dividends  from  a  corporation  at  least  80 
percent  of  whose  shares  are  owned  by  the  taxpayer 
would  be  exempt  from  state  taxation  while  15  percent 
of  dividends  from  corporations  less  than  80  percent 
owned  by  the  taxpayer  would  be  included  in  the  states' 
tax  base. 


Proponents'  Analysis 

This  option  would  protect  the  competitive  position  of  U.S. 
business  by  treating  U.S.-  and  foreign-based  business  in  a  simi- 
lar manner;  each  would  be  subject  to  state  taxation  on  their  U.S. 
operations.  Similar  to  federal  law,  it  recognizes  that  U.S.  cor- 
porations with  more  than  80  percent  of  their  activities  outside 
the  United  States  are  similar  to  a  foreign  corporation  and  should 
be  outside  the  water's  edge.  As  noted  above,  the  IRS  monitors 
the  activities  of  "80/20"  corporations  as  closely  as  it  does 
those  of  foreign  incorporated  entities.  The  dividends  exclusion 
would  treat  domestic  and  foreign  dividends  uniformly  and  in  a 
manner  comparable  to  federal  law.  This  option  also  would  treat 
intercorporate  dividends  in  a  manner  similar  to  the  recently- 
passed  Illinois  law.  The  exclusion  for  foreign  dividends  insures 
that  income  that  has  already  borne  foreign  income  tax  will  not  be 
subject  to  duplicative  taxation  at  the  state  level.  The  retroac- 
tivity provision  should  appeal  both  to  taxpayers  and  tax  adminis- 
trators as  offering  a  voluntary  recommendation  for  settling  the 
backlog  of  unresolved  tax  claims. 
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Opponents'  Analysis 

By  exempting  foreign  dividends  and  excluding  U.S.  corpora- 
tions such  as  "80/20"  corporations  from  the  water's  edge  combi- 
nation, this  option  would  substantially  shift  the  relative 
corporate  tax  burden  to  smaller  companies  and  to  other  purely 
domestic  businesses;  and,  compared  to  worldwide  unitary,  it  would 
substantially  reduce  state  revenue  bases.  This  option  would  not 
protect  the  competitive  position  of  U.S.  business.  In  fact,  it 
would  discriminate  against  most  U.S.  businesses  (non-multination- 
als) and  would  subsidize  foreign  over  domestic  investment.  This 
option  would  mean  that  the  water's  edge  combination  would  not  be 
coextensive  with  the  federal  tax  base,  thereby  limiting  the  reli- 
ability of  federal  auditors  to  protect  the  state  tax  base.  U.S. 
"80/20"  corporations  are  different  from  foreign  corporations  be- 
cause all  of  their  income  is  included  in  the  federal  tax  base. 
Therefore,  the  IRS  does  not  normally  perform  the  transfer  pricing 
or  income  shifting  audits  of  transactions  between  "80/20"  corpo- 
rations and  other  U.S.  affiliates,  since  the  latter  are  not  re- 
quired to  include  all  of  their  income  in  the  federal  base.  The 
treatment  of  domestic  and  foreign  dividends  is  not  the  same  under 
federal  law.  It  differs  in  that  an  exemption  from  taxation  is 
provided  for  domestic  dividends  because  the  earnings  from  which 
they  have  been  paid  have  been  subject  to  federal  tax,  while  no 
exemption  is  provided  for  dividends  from  foreign  payors  since  the 
earnings  from  which  they  are  paid  has  not  been  subject  to  U.S. 
tax.  At  both  the  federal  and  the  state  level,  there  is  no  reason 
to  exempt  foreign  dividends  comparable  to  the  one  which  exists 
for  domestic  dividends.  Furthermore,  the  question  of  duplicative 
taxation  in  the  international  context  is  one  dealt  with  at  the 
national  level  through  the  foreign  tax  credit.  Once  that  problem 
has  been  addressed  at  that  level,  there  is  no  need  for  further 
action  at  the  state  level.  This  option  does  not  treat  foreign 
dividends  in  a  manner  "comparable  to  federal  law."  These  divi- 
dends are  included  in  the  federal  tax  base;  they  are  excluded 
under  this  option.  The  loss  of  state  revenues  and  the  shifts  in 
relative  corporate  tax  burdens  would  be  extensive  and  would  dis- 
advantage wholly-domestic  taxpayers  and  individuals  as  compared 
to  multinationals.  Suggesting  retroactive  application  of  this 
option  would  increase  several  fold  the  state  revenue  losses, 
thereby  disrupting  state  budgetary  processes  and  would  discrim- 
inate between  individual  taxpayers  on  the  basis  of  their  audit 
status  and  the  number  of  years  open  for  adjustment. 
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OPTION  FIVE  (BUSINESS);   MODIFIED  WATER'S  EDGE  COMBINATION  WITH 
SPECIAL  "FOREIGN  INCOME"  RULE 


Description 

Includes  all  Common  Elements  and  Additional  Elements  #l-#3  of 
Option  Four  and  replaces  Additional  Element  #4  of  Option  Four 
with  the  following: 

Special  Foreign  Income  Rule;  This  option  would  provide  a 
special  rule  for  income  received  from  foreign  affiliates 
(dividends,  interest,  royalties,  etc.)  and  for  the  taxable 
income  of  U.S.  corporations  having  more  than  80  percent  of 
their  payroll  and  property  outside  the  United  States  and 
its  possessions  (referred  to  as  80/20  companies).  The 
taxable  income  of  the  combined  water's  edge  group  (similar 
to  that  determined  under  line  30  of  the  federal  corporate 
tax  return)  would  be  reduced  by  a  "foreign  income  compo- 
nent" consisting  of  dividends,  interest,  royalties ,  etc . , 
received  from  foreign  affiliates  as  well  as  the  net  income 
(or  loss)  from  U.S.  corporations  having  more  than  80  per- 
cent of  their  payroll  and  property  outside  the  United 
States.  This  would  establish  a  threshold  or  minimum  level 
of  "U.S.  source"  income  to  be  taxed  on  an  apportioned 
basis  among  the  states. 

Depending  on  whether  the  "foreign  income  component"  meets 
the  following  tests,  it  also  may  enter  the  states'  tax 
base.   First,  the  "U.S.  source"  income,  determined  above, 
would  be  reduced  to  an  after-tax  amount  by  subtracting 
U  S.  federal  income  taxes  deemed  paid.    Similarly,  the 
"foreign  income  component"  would  be  reduced  to  an  after- 
tax amount  and  combined  with  its  domestic  counterpart  to 
determine  worldwide  income,  after  tax.    This  worldwide 
after-tax  income  would  be  apportioned  to  the  United  States 
on  the  basis  of  the  combined  group's  U.S.  business  activ- 
ity relative  to  its  worldwide  activities.   The  worldwide 
activities  would  include  the  "80/20"  companies  plus  a  pro- 
rata portion  of  the  activities  of  the  dividend-paying  for- 
eign affiliates.    If  the  amount  of  worldwide  after-tax 
income  apportioned  to  the  United  States  is  greater  than 
the  after-tax  amount  of  "U.S.  source"  income,  the  incre- 
ment would  be  added  to  the  threshold  level  of  pre-tax 
"U.S.  source"  income  to  arrive  at  the  income  subject  to 
state  taxation. 

Proponents'  Analysis 

Like  Option  Four,  this  option  would  protect  the  competitive 
posture  of  U.S.  business  by  keeping  U.S.  corporations  with  pre- 
dominantly,  or   exclusively,   foreign   operations   outside   the 
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water's  edge  and  by  providing  a  special  rule  for  income  received 
from  foreign  affiliates.  By  treating  foreign  income  on  an  after- 
tax basis,  it  recognizes  that  income  paid  in  taxes  to  a  foreign 
government  is  not  a  legitimate  part  of  the  states'  tax  base. 
Still,  it  recognizes  the  revenue  concerns  of  the  states  by  in- 
cluding an  after-tax  foreign  income  component  in  the  states'  tax 
base . 


Opponents'  Analysis 

This  option  is  identical  to  Option  Four  except  that,  instead 
of  excluding  "80/20"  subsidiaries  and  foreign  dividends  directly, 
the  overwhelming  amount  of  this  income  as  well  as  interest,  roy- 
alties, and  other  income  received  from  foreign  affiliates,  would 
be  exempted  by  a  complex  formula.  This  option  provides  preferen- 
tial treatment  of  interest,  royalties,  and  other  income  which  is 
U.S.  income  exempt  from  most  foreign  taxes.  This  option  would 
not  protect  the  competitive  position  of  U.S.  business.  In  fact, 
it  discriminates  against  most  U.S.  business  (non-multinationals) 
and  subsidizes  foreign  over  domestic  investment.  Only  in  those 
situations  in  which  after-tax  foreign  income,  as  determined  under 
separate  accounting,  is  greater  per  factor  (sales,  investment, 
and  payroll)  than  after-tax  domestic  income,  similarly  deter- 
mined, would  this  option  yield  more  state  revenue  than  Option 
Four.  This  would  be  the  small  number  of  cases  in  which  the  com- 
plex formula  allows  states  to  apportion  income  on  a  water's  edge 
basis  only  when  after-tax  foreign  profits  per  factor  (as  deter- 
mined by  the  questionable  separate  accounting  method)  are  higher 
than  those  earned  in  the  U.S.,  an  obvious  case  of  inequity.  This 
option  does  not  recognize  the  revenue  concerns  of  the  states. 
According  to  the  states'  analysis,  the  revenue  loss  and  shift 
under  this  option  is  close  to  that  under  Option  Four.  In  other 
words,  according  to  the  states'  analysis,  this  option  would  sub- 
stantially reduce  state  revenue  bases  and  shift  the  corporate  tax 
burden  to  smaller  companies  and  to  other  purely  domestic  busi- 
nesses in  amounts  close  to  those  resulting  from  Option  Four. 
Like  Option  Three,  this  option  would  require  state  audit  efforts 
similar  to  those  required  by  worldwide  unitary  combination. 
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OPTION  SIX  (ACIR);   COMPREHENSIVE  WATER'S  EDGE  COMBINATION  WITH 

"NONDISCRIMINATORY"  TREATMENT  OF  INTERCORPO- 
RATE  DIVIDENDS 


Description 

Includes  all  Common  Elements  and  Additional  Elements  #l-#5  of 
Option  Two  and  replaces  Additional  Element  #6  of  Option  Two  with 
the  following: 

Di  vidends;  Under  this  option,  states  would  pursue  a  non- 
discriminatory policy  with  respect  to  the  taxation  of 
foreign  and  domestic  dividends.  That  is,  each  state  would 
seek  parity  in  the  tax  treatment  of  foreign  and  domestic 
dividends  received  by  U.S.  corporations. 

Proponents'  Analysis 

This  option  would  articulate  a  principle  of  nondiscriminatory 
state  tax  treatment  of  dividends  paid  by  domestic  and  foreign 
corporations.  States  would  pursue  their  own  vision  of  fiscal 
sovereignty  and  the  current  range  of  diversity  in  state  tax  prac- 
tice would  be  respected,  provided  it  is  exercised  in  a  nondis- 
criminatory manner.  Since  this  option  does  not  compel  a  single 
dividend  formula,  state  tax  officials  would  be  left  free  to  work 
with  the  business  community  and  other  taxpayers  in  developing  a 
rule  tailored  to  the  needs,  goals,  and  objectives  of  the  partic- 
ular state.  This  option  is  not  likely  to  be  completely  satisfac- 
tory to  those  on  either  side  of  this  issue.  It  simply  sets  forth 
a  general  principle,  but  it  does  not  chart  a  specific  way  to  ob- 
tain the  goal  of  parity.  Depending  on  how  each  state  decides  to 
treat  intercorporate  dividends,  this  option  could  have  differing 
effects  on  state  tax  bases  and  revenues,  and  on  taxpayers. 

Opponents'  Analysis 

Depending  on  how  the  individual  states  implemented  the  non- 
discriminatory policy,  this  option  could  adversely  affect  the 
competitive  position  of  U.S.  industry.  Because  it  does  not 
specify  a  level  of  dividend  taxation,  there  is  no  assurance  that 
a  rule  similar  to  the  nondiscriminatory  treatment  suggested  in 
Option  Four,  or  adopted  by  Illinois,  will  be  chosen.  Rather, 
states  may  respond  to  revenue  concerns  by  taxing  all  dividends, 
foreign  and  domestic.  This  would  mean  higher  taxes  on  U.S. -based 
multinationals,  even  compared  to  worldwide  unitary.  To  the  ex- 
tent that  state  taxes  on  all  intercorporate  dividends,  domestic 
and  foreign,  were  increased,  it  would  result  in  higher  taxes  for 
U.S.  business  generally,  not  just  those  firms  with  foreign  opera- 
tions. Conversely,  to  the  extent  business  is  successful  in 
having  parity  legislated  at  the  lower  end  of  the  spectrum,  state 
revenues  would  suffer. 
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FOOTNOTES  TO  COMMON  ELEMENTS  OF  WATER'S  EDGE  OPTIONS  TWO  -  SIX 


1/  Relationship  of  Entities.  Water's  edge  combination  would  be 
limited  to  those  corporations  which  are  part  of  the  unitary 
business  as  determined  pursuant  to  the  decisions  of  the 
United  States  Supreme  Court  and  the  state  courts  plus  the 
Tax  Haven  corporations  as  defined  in  footnote  2  below. 

2/  Certain  Tax  Haven  Corporations.  A  tax  haven  shall  be  de- 
fined as  any  country  which  either  does  not  impose  an  income 
tax  or  the  income  tax  rate  of  which  is  less  than  some  per- 
centage of  the  U.S.  tax  rate.  A  corporation  with  activities 
in  or  incorporated  in  a  tax  haven  shall  be  treated  as  being 
within  the  water's  edge  if:  (1)  50  percent  or  more  of 
either  its  sales,  purchases,  income,  or  expenses,  exclusive 
of  payments  for  intangible  property,  or  80  percent  of  all 
expenses,  are  made  directly  or  indirectly  to  one  or  more 
members  of  a  water's  edge  group;  or  (2)  the  corporation  per- 
forms no  significant  economic  activity,  e.g.  the  assignment 
of  income  under  a  contract  to  a  corporation  which  does  not 
perform  any  services  under  the  contract.  It  shall  be  pre- 
sumed that  such  a  corporation  is  part  of  the  combinable  uni- 
tary group;  this  presumption  may  be  overcome  only  by  a 
showing  that  no  significant  business  or  economic  inter- 
dependence exists  or  that  common  ownership  does  not  exist. 

3/  Foreign  corporations  included  within  the  water's  edge  are 
those  which  have  either  more  than  20  percent  of  their  aver- 
age payroll,  property,  and  sales;  or  at  least  $10  million  of 
payroll  and/or  property  and/or  sales  and/or  purchases  as- 
signable to  a  location  in  the  United  States  pursuant  to  the 
law  of  the  taxing  state.  A  foreign  corporation  which  does 
not  have  taxable  nexus  in  any  state  would  not  have  its  prop- 
erty, payroll,  and  sales  or  purchases  assigned  to  any  state 
and  therefore  would  not  be  included  in  a  water's  edge  group. 
Even  a  foreign  corporation  which  is  taxable  within  a  state 
would  not  be  included  in  a  water's  edge  group  unless  its  ac- 
tivities met  one  of  the  two  threshold  tests  in  this  footnote 
or  was  a  tax  haven  corporation  as  defined  in  footnote  2. 

4/  A  "qualified"  state  is  any  state  that  does  not  require  the 
use  of  the  worldwide  unitary  method  of  taxation,  except  as 
specifically  authorized  in  section  (C) . 

5/  Consents.  As  a  condition  of  being  allowed  to  exclude  the 
income  and  activities  of  unitary  affiliates  which  are  incor- 
porated in  a  foreign  country  and  engaged  in  activities  pri- 
marily without  the  U.S.,  its  territories,  or  possessions, 
the  taxpayer  shall  file  with  its  state  tax  return  a  consent 
to  the  taking  of  depositions  from  key  domestic  corporate 
individuals  and  the  acceptance  of  subpoenas  duces  tecum  with 
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reasonable  production  of  documents  within  the  taxing  juris- 
diction. This  consent  is  limited  to  that  information  neces- 
sary to  review  or  adjust  income  or  deductions  in  a  manner 
authorized  under  Sections  482  and  861,  Subpart  F,  or  similar 
provisions  of  the  Internal  Revenue  Code  (Code)  and  the  regu- 
lations adopted  pursuant  thereto  and  an  inquiry  regarding 
any  unitary  businesses  in  which  the  taxpayer  may  be 
involved . 

6/  Presumptions.  If  a  taxpayer  fails  to  disclose  the  name  of  a 
~  corporation  or  its  data  pursuant  to  the  disclosure  require- 
ments of  Section  (D),  this  shall  create  a  presumption  that 
such  excluded  corporation  is  engaged  in  a  unitary  business 
with  the  taxpayer.  If  a  taxpayer  fails  to  comply  with 
reasonable  requests  for  information  concerning  itself  or  its 
relations  with  controlled  affiliates  necessary  to  perform  an 
audit  similar  in  manner  to  those  authorized  under  Sections 
482  and  861,  Subpart  F,  or  similar  provision  of  the  Code  and 
regulations  adopted  pursuant  thereto,  this  shall  create  a 
presumption  that  the  taxpayer  and  any  such  affiliates  are 
engaged  in  a  unitary  business. 

7/  Burden  of  Proof.  The  taxpayer  has  the  burden  of  refuting  a 
qualified  state's  determination  that  a  water's  edge  unitary 
business  exists.  This  requirement  shall  only  apply  to  an 
entity  within  the  water's  edge  combination. 

8/  Relevance  of  Results  of  Actions  in  Other  States.  A  state, 
at  its  option,  may  introduce  into  evidence  the  record^  of  any 
final  court  determination  in  another  state  involving  the 
same  taxpayer  or  unitary  business. 

9/  TEFRA  Provisions.  Language  similar  to  Section  6038  of  the 
Code  as  amended  by  TEFRA  would  be  enacted  providing  for 
fixed-dollar  penalties  for  failure  to  supply  information, 
pursuant  to  an  administrative  request  during  an  audit,  con- 
cerning transactions  between  possible  members  of  a  unitary 
group  and  a  foreign  corporation  more  than  50  percent  of  the 
stock  of  which  is  owned  or  controlled  by  the  potential  uni- 
tary business. 

Language  similar  to  Section  982  of  the  Code  would  be  enacted 
providing  that  failure  to  supply  requested  documentation  or 
information  pursuant  to  a  formal  document  request  may  give 
rise  to  a  court  order  excluding  the  subsequent  introduction 
of  such  material  by  the  taxpayer. 

10/  Admissibility.  Tax  information  pertaining  to  the  examina- 
tion  of  multinational  operations,  including  underlying  data, 
obtained  from  the  Internal  Revenue  Service  or  a  foreign 
government  would  be  admissible  into  evidence  without  being 
contested  as  to  relevancy. 
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11/  Pi  scovery.  The  use  of  the  unitary  method  on  a  worldwide 
basis  would  be  specifically  retained  as  a  remedy  against 
corporate  taxpayers  who  fail  to  comply  fully  with  all 
reasonable  discovery  efforts  directed  to  the  obtaining  or 
ascertaining  information  necessary  to  adjust  income  or 
deductions  in  a  manner  authorized  under  Sections  482  and 
861,  Subpart  F,  or  similar  provisions  of  the  Code  and  the 
regulations  adopted  pursuant  thereto. 

12/  When  a  state  shows  that  separate  accounting  under  an  arm's- 
length  standard,  after  the  reasonable  adjustment  of  transfer 
prices  and  royalty  rates  and  the  allocation  of  common  expen- 
ses and  similar  items,  fails  to  prevent  the  evasion  of  taxes 
or  does  not  clearly  reflect  income. 

13/  The  government  of  a  foreign  parent,  through  a  treaty,  does 
not  allow  the  qualified  states  access  to  all  information 
obtained  by  the  IRS  pursuant  to  a  tax  treaty,  or,  except  for 
military  or  defense  secrets,  its  national  or  local  law  pro- 
hibits the  IRS  or  the  states  access  to  relevant  tax  informa- 
tion, which  is  not  otherwise  provided  by  the  taxpayer  within 
a  reasonable  period  of  time. 

14/  Federal  Filing.  A  federal  law  would  be  enacted  which  re- 
quires the  filing,  in  appropriate  circumstances,  of  such 
information  as  is  prescribed  by  regulations  in  order  to  dis- 
close fully  the  tax  liability,  and  the  method  of  its  calcu- 
lation, reported  to  each  state.  The  failure  to  file  this 
information  will  be  subject  to  monetary  penalties  identical 
to  those  contained  in  Section  6038  of  the  Code  applicable  to 
controlled  foreign  corporations. 

15/  Filing  Requirements.  This  information  would  be  provided  on 
a  domestic  disclosure  spreadsheet  (see  Annex  E  for  sample 
instructions  and  spreadsheet)  and  would  be  filed  by  or  on 
behalf  of  any  corporation  required  to  file  a  U.S.  tax  return 
which,  together  with  its  related  corporations,  either  has 
(i)  in  excess  of  $1  million  of  payroll,  property,  or  sales 
in  a  foreign  country  or  (ii)  has  at  least  $250  million  in 
assets.  (Either  threshold  may  be  increased  by  regulations.) 
Two  corporations  are  related  if  more  than  50  percent  of  the 
voting  stock  of  one  company  is  directly  or  indirectly  owned 
or  controlled  by  the  other  or  if  more  than  50  percent  of  the 
voting  stock  of  both  is  directly  or  indirectly  owned  or 
controlled  by  the  same  interest. 

The  following  items  of  information  would  be  filed  with  the 
domestic  disclosure  spreadsheet,  to  the  extent  not  otherwise 
filed  with  the  federal  return. 

a.  A  list  of  the  corporate  parent  and  the  affiliates 
of  which  more  than  20  percent  of  the  voting  stock 
is  directly  or  indirectly  owned  or  controlled  by 
the  parent,  their  FEIN  numbers  if  available,  the 
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country  in  which  each  corporation  is  incorporated, 
and  the  percentage  of  ownership.  "Affiliates"  is 
meant  to  include  all  of  a  parent  company's  direct 
or  indirect  subsidiaries.  With  regard  to  foreign 
countries,  only  the  foreign  subsidiaries  directly 
or  indirectly  owned  by  the  U.S.  corporation  would 
be  included. 

b.  Page  1  (or  Schedule  A  of  the  consolidated  federal 
corporate  income  tax  return)  and  Schedule  L  of 
federal  form  1120  (income  statements  and  balance 
sheets)  of  all  corporations  whose  income  is  in- 
cluded in  the  income  base  of  a  reportable  state. 

16/  Receipt  and  Review.  The  spreadsheet  would  be  received  and 
reviewed  for  completeness  by  the  IRS.  Completeness  means 
that  the  proper  supporting  statements  and  attachments  are 
included.  The  accuracy  of  any  information  on  the  spread- 
sheet would  be  determined  by  state  tax  officials  and  subject 
to  state  tax  penalties  only  in  the  case  of  significant  er- 
ror. Accuracy  means  that  the  information  reported  on  the 
state  tax  returns  is  the  same  as  on  the  spreadsheet  and 
supporting  statements. 

17/  Access  to  Information.  All  of  the  information  filed  pursu- 
ant to  (1)  will  be  available  to  qualified  states,  "common 
agencies,"  and  a  "designated  agency"  through  information- 
sharing  agreements  with  the  IRS.  A  "qualified  state"  is  any 
state  that  does  not  require  the  use  of  the  worldwide  unitary 
method  of  taxation  except  as  specifically  authorized  in  Sec- 
tion (C) .  A  "common  agency"  shall  mean  an  entity  designated 
by  and  acting  on  behalf  of  four  or  more  qualified  states  to 
assist  in  the  administration  of  their  tax  statutes.  A  "des- 
ignated agency"  shall  mean  an  agency  designated  by  a  plural- 
ity of  qualified  states  which  impose  a  tax  on  or  measured  by 
the  net  income  of  corporations.  (The  qualified  states 
through  their  tax  administrators/governors  shall  prescribe 
rules  for  determining  the  "designated  agency".)  Neither  a 
common  nor  designated  agency  will  qualify  for  access  to  in- 
formation unless  it  has  signed  a  nondisclosure  agreement 
with  the  IRS  as  to  any  nonqualified  state. 

18/  Qualified  states  and  common  agencies  would  not  be  permitted 
to  share  such  referrals  with  non-qualified  states. 

19/  Regulations;  Proposed  regulations  to  implement  this  spread- 
sheet report  shall  be  developed  by  the  IRS.  These  regula- 
tions would  include  a  de  minimis  rule  concerning  domestic 
corporations  subject  to  the  filing  requirements  of  Section 
(D)  (2)  . 

20/  Specific  documents  and  information  which  are  necessary  to 
audit  issues  involving  U.S.  versus  foreign  attribution  of 
income  (e.g..  Section  482,  Subpart  F,  and  Sections  861,  863, 
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902,  and  904  of  the  Code)  shall  be  retained.  This  is  in- 
tended to  include  any  questionnaires  developed  by  the  IRS, 
by  qualified  states,  and/or  by  any  common  agencies. 

21/  The  identity  of  a  few  key  officers  or  employees  who  have 
substantial  knowledge  of  and  access  to  documents  and  records 
that  discuss  pricing  policies,  profit  centers,  cost  centers, 
and  the  methods  of  allocating  income  and  expense  among  these 
centers.  This  would  include  the  employer{s),  title,  and 
address  of  each  person. 

22/  All  documents  and  correspondence  ordinarily  available  to  a 
corporation  included  in  the  water's  edge  combination  sub- 
mitted to  or  obtained  from  the  IRS,  foreign  countries,  and 
competent  authority  pertaining  to  ruling  requests,  rulings, 
settlement  resolutions,  and  competing  claims  involving 
jurisdictional  assignment  and  sourcing  of  income  that  impact 
the  U.S.  income.  This  includes  all  ruling  requests  and 
rulings  on  reorganizations  involving  foreign  incorporation 
of  branches  or  changing  a  corporation's  jurisdictional  in- 
corporation. It  also  includes  all  documents  which  pertain 
to  the  determination  of  foreign  tax  liability,  including 
examination  reports  issued  by  foreign  taxing  administrations 
that  are  ordinarily  available  to  a  corporation  included  in 
the  water's  edge  combination.  This  will  not  require  trans- 
lation in  all  cases. 

23/  List,  for  each  company  listed  in  the  disclosure  spreadsheet, 
each  American  state  or  foreign  country  in  which  it  has  pay- 
roll, property,  or  sales.  The  sales  shall  be  determined  by 
destination  without  regard  to  jurisdictional  nexus  for  tax 
purposes . 

24/  The  same  information  requested  in  U.S.  Forms  5471,  5472,  and 
5473  insofar  as  the  information  relates  to  U.S.  corporations 
of  which  50  percent  or  more  of  the  voting  stock  is  directly 
or  indirectly  owned  or  controlled. 

2  5/  Neither  qualified  states,  common  agencies  nor  the  designated 
agency  would  be  permitted  to  share  this  information  with 
non-qualified  states. 

26/  Federal  legislation  would  be  enacted  which  permits  common 
agencies  to  enter  into  information-sharing  agreements  with 
the  IRS.  Information-sharing  agreements  would  make  infor- 
mation provided  under  the  treaties  available  to  qualified 
states,  common  agents,  and  the  designated  agency.  Also, 
these  agreements  would  permit  the  qualified  states  and  any 
common  agencies  which  have  signed  substantially  similar 
agreements  to  share  among  themselves  any  information  pro- 
vided to  any  one  of  them  under  such  agreements.   Neither 
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qualified  states,  common  agencies,  nor  the  designated  agency 
would  be  permitted  to  share  information  obtained  from  treaty 
partners  with  non-qualified  states. 

27/  Federal  law  or  regulations  would  be  amended  as  necessary  to 
provide  the  qualified  states,  any  common  agencies,  and  the 
designated  agency  access  to  all  material  developed  by  the 
Internal  Revenue  Service  in  its  examination  of  multinational 
operations,  or  developed  through  requests  under  the  exchange 
of  information  provisions  of  treaties.  This  disclosure 
extends  not  only  to  results  but  to  the  underlying  data  as 
well,  regardless  of  whether  an  adjustment  is  made.  It  also 
includes  all  documents  relating  to  the  determination  of 
foreign  tax  liability,  including  examination  reports  issued 
by  foreign  taxing  administrations.  It  does  not,  however, 
contemplate  state  participation  in  the  simultaneous  or 
industry-wide  audit  programs  of  the  IRS.  Neither  qualified 
states,  common  agencies,  nor  the  designated  agency  would  be 
permitted  to  share  information  obtained  from  treaty  partners 
with  non-qualified  states. 

28/  A  communication  system  would  be  established  between  IRS  and 
the  states  whereby  a  state  or  common  agency  may  request  that 
the  IRS  examine  an  income  tax  return  for  potential  interna- 
tional issues.  After  evaluating  the  request  and  supporting 
information,  the  IRS  would  make  the  final  determination  as 
to  whether  an  examination  is  warranted  after  considering  the 
potential  tax  impact  on  revenues  of  the  states  and/or  the 
federal  government. 

29/  For  a  five-year  period,  the  IRS  shall  conduct  programs  which 
train  state  tax  instructors  to  perform  examinations  involv- 
ing Sections  482  and  861  and  related  provisions  of  the  Code. 
State  trainees  (or  the  states)  shall  pay  their  own  travel 
and  subsistence  expenses. 

30/  Within  five  years,  the  IRS  would  increase  by  roughly  $50 
million  over  the  base  for  FY  1984  its  resources  annually 
devoted  to  enforcement  of  Sections  482  and  861,  Subpart  F, 
and  related  provisions.  Over  the  FY  1984  base,  approxi- 
mately 475  international  examiners,  475  revenue  agents,  and 
300  additional  personnel  would  be  hired.  The  IRS  would  re- 
port to  the  states  on  a  regular  basis  on  its  compliance  and 
enforcement  programs. 
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July  10,  l9Bk 


The  Honorable  Donald  T.  Regan 
Secretary  of  the  Treasury 
15th  Street  &  Pennsylvania  Avenue,  N.W. 
Washington,  D.C.   20220 

Dear  Mr.  Secretary: 

We  are  pleased  that  the  Treasury  Department  and  state  mennbers  of  the  Working 
Group  have  reached  agreement  on  the  conditions  under  which  it  is  appropriate  for 
states  to  adopt  the  water's  edge  unitary  combination  method  of  measuring  the  in-state 
income  of  multinational  corporations.  Given  the  length  of  the  report,  we  thought  it 
would  be  helpful  to  briefly  summarize  the  major  elements  of  the  agreement. 

Those  conditions  under  which  the  states  agree  that  water's  edge  combination  is 
appropriate  are  most  adequately  set  forth  by  the  provisions  of  Option  2  (in  Annex  D), 
although  some  state  members  believe  Options  1,  3,  or  6  are  acceptable  as  well.  Our 
endorsement  of  Option  2  and  the  Treasury  Department's  endorsement  of  improved 
federal  compliance  and  cooperation  achieves  your  goal  of  "recommendations  .  .  .  that 
will  be  conducive  to  harmonious  international  economic  relations,  while  also  respect- 
ing the  fiscal  rights  and  privileges  of  the  individual  states." 

We  endorse  Principle  One  ("Water's  edge  unitary  combination")  to  the  extent  it  is 
consistent  with  Principle  Two  (federal  assistance)  and  Principle  Three  ("Competitive 
Balance").  The  conditions  under  which  Principle  One  is  consistent  with  the  other  two 
principles  are  detailed  in  Option  2,  which  includes  Common  Elements,  endorsed  by  the 
state  and  multinational  members  of  the  Working  Group,  and  non-Common  Elements 
endorsed  by  the  state  members.  The  Common  Elements  include  combination  of  most 
U.S.  subsidiaries,  procedural  improvements,  and  increased  federal  compliance  and 
cooperative  efforts  with  the  states.  The  non-Common  Elements  endorsed  by  the  state 
representatives  are:  retention  of  the  right  to  tax  dividends;  inclusion  of  "80/20" 
subsidiaries  in  the  water's  edge  combination;  definition  of  tax  havens  as  nations  with 
corporate  income  tax  rates  less  than  90%  of  U.S.  rate;  prospective  application  of  these 
recommendations;  preservation  of  the  right  to  require  worldwide  unitary  if  the  courts 
give  multinational  corporations  the  constitutional  right  to  use  it;  and  federal  action  to 
create  a  de  minimus  threshold  for  measuring  taxable  presence. 

The  most  important  of  these  are  the  rights  to  include  "80/20  subsidiaries"  in  the 
water's  edge  combination  and  dividends  paid  by  foreign  subsidiaries  in  the  tax  base. 
Denial  of  the  rights  to  include  "80/20  subsidiaries"  and  foreign  dividends  would  clearly 
violate  Principle  Three  (Competitive  Balance)  by  giving  preferential  treatment  to 
multinationals  over  small  businesses  and  other  purely  domestic  firms  and  by  favoring 
foreign  over  United  States  investment.  Inclusion  of  "80/20  subsidiaries"  and  of  foreign 
dividends  is  necessary  to  protect  the  competitive  position  of  most  U.S.  businesses  and 
of  investment  in  the  United  States. 
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By  endorsing  water's  edge  as  defined  in  Option  2,  we  are  recommending  that 
states  give  up  some  of  their  tax  bases  as  constitutionally-protected  by  the  United 
States  Supreme  Court.  Indeed,  the  analytical  information  made  available  to  the 
Working  Group,  showed  that  state  tax  bases  under  Option  2  would  be  somewhat  smaller 
than  under  worldwide  unitary  combination.  Nonetheless,  because  we  share  your 
concern  for  "harmonious  international  economic  relations,"  we  agree  that  water's  edge 
combination  as  defined  in  Option  2  is  appropriate  state  tax  policy. 

Since  our  endorsement  of  water's  edge  combination  is  dependent  in  part  on 
improved  federal  compliance  and  cooperation,  we,  of  course,  expect  these  federal 
actions  to  precede  state  moves  away  from  the  worldwide  combination  method. 
Otherwise,  state  governments  would  be  left  increasingly  vulnerable  to  tax  avoidance. 

Finally,  we  appreciate  having  had  the  opportunity  to  participate  in  this  pro- 
ductive and  cooperative  effort  and  look  forward  to  working  with  you  to  have  these 
recommendations  enacted  into  federal  and  state  law. 

Sincerely, 


Scott  M.  Matheson 
Governor 
State  of  Utah 


'g6  Deukmeiian  C/ 


George  Deukmejian 

Governor 

State  of  California 


John  B.  TucJ«er 
Speaker  of  the  House 
State  of  New  Hampshire 


David  E.  Nething         / 

Vice  President 
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H.yLeeiMoffitt 

Sp«^i</r  of  the  . 
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Kent  Conrad 

Chairman 
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